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INTRODUCTION 

This  document,  ^  prepared  by  the  staff  of  the  Joint  Committee  on 
Taxation  in  consultation  with  the  staffs  of  the  House  Committee  on 
Ways  and  Means  and  Senate  Committee  on  Finance,  provides  an 
explanation  of  the  revenue  provisions  of  the  technical  corrections 
title  of  the  Tax  Reform  Act  of  1986  (Title  XVIII;  H.R.  3838,  99th 
Congress,  P.L.  99-514).  ^ 

The  technical  corrections  title  to  the  1986  Act  contains  clerical, 
conforming,  and  clarifying  amendments  to  provisions  enacted  by 
the  Tax  Reform  Act  of  1984,  which  was  part  of  the  Deficit  Reduc- 
tion Act  of  1984  (P.L.  98-369),  the  Retirement  Equity  Act  of  1984 
(P.L.  98-397),  and  other  recently  enacted  tax  legislation.  The 
amendments  made  by  the  title  are  meant  to  carry  out  the  intent  of 
Congress  in  enacting  the  original  legislation.  Therefore,  no  sepa- 
rate "Reasons  for  Change"  is  set  forth  for  each  provision. 

The  provisions  of  the  technical  corrections  title  are  treated  as  en- 
acted immediately  before  the  other  provisions  of  the  1986  Act  (Title 
I-XVII).  Many  of  the  provisions  which  were  amended  by  the  tech- 
nical corrections  title  were  further  modified  by  the  other  titles  of 
the  1986  Act.  Except  as  otherwise  indicated,  the  amendments  made 
by  Title  XVIII  were  effective  as  if  included  in  the  original  legisla- 
tion to  which  each  amendment  relates. 

Part  I  of  the  document  describes  technical  amendments  to  the 
Tax  Reform  Act  of  1984  (1984  Act);  Part  II  describes  technical 
amendments  to  miscellaneous  revenue  provisions;  and  Part  III  de- 
scribes technical  amendments  to  the  Retirement  Equity  Act  of  1984 
(REA).  An  Appendix  provides  the  estimated  revenue  effect  of  the 
technical  corrections  title. 


'  This  document  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Explanation  of  Tech- 
nical Corrections  to  the  Tax  Reform  Act  of  1984  and  Other  Recent  Tax  Legislation  (JCS-11-87), 
May  13,  1987. 

2  For  an  explanation  of  the  other  provisions  of  the  Tax  Reform  Act  of  1986  (Titles  I-XVII),  see 
Joint  Committee  on  Taxation,  General  Explanation  of  the  Tax  Reform  Act  of  1986  (JCS-10-87), 
May  4,  1987. 
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TITLE  XVIII  OF  THE  TAX  REFORM  ACT  OF  1986: 
TECHNICAL  CORRECTIONS  PROVISIONS  ' 

I.  TECHNICAL  CORRECTIONS  TO  THE  TAX  REFORM 
ACT  OF  1984 

A.  Technical  Corrections  to  Tax  Freeze  and  Tax  Reform 

Provisions 

1.  Tax  Freeze  Items 

a.  Finance  lease  rules  (sec.  1801(a)  of  the  Act  and  sec.  12(c)  of  the 

1984  Act) 

Prior  Law 

Under  the  finance  lease  rules,  the  fact  that  a  lessee  has  a  fixed- 
price  purchase  option  or  the  leased  property  is  limited  use  property 
is  not  taken  into  account  in  determining  whether  the  agreement  is 
a  lease.  The  Tax  Reform  Act  of  1984  2  ("the  1984  Act")  postponed 
the  effective  date  of  the  finance  lease  rule,  except  for  property  ac- 
quired pursuant  to  a  binding  contract  entered  into  before  March  7, 
1984,  and  certain  other  property. 

Explanation  of  Provision 

Under  the  1984  Act,  taxpayers  can  elect  to  have  the  amendment 
that  defers  the  finance  lease  rules  apply  to  any  agreement  entered 
into  before  March  7,  1984. 

In  addition,  certain  specified  farm  finance  leases  are  not  to  be 
disqualified  where  a  C  corporation  becomes  a  partner  or  benefici- 
ary in  the  partnership  or  trust  which  was  the  lessor. 

b.  Telephone  excise  tax  (sec.  1801(b)  of  the  Act  and  sec.  4251  of 

the  Code) 

Prior  Law 

The  1984  Act  extended  the  three-percent  telephone  excise  tax 
through  December  31,  1987.  Due  to  a  clerical  error  in  enrolling  the 
Act,  the  year  1985  was  inadvertently  deleted. 


'  For  legislative  background  of  these  provisions,  see  H.R.  3838,  as  reported  by  the  House  Com- 
mittee on  Ways  and  Means  on  December  7,  1985,  title  XV;  H.  Rep.  99-426,  pp.  877-1068;  H.R. 
3838,  as  reported  by  the  Senate  Committee  on  Finance  on  May  29,  1986,  title  XVIII;  S.  Rep.  99- 
313,  pp.  893-1114;  and  H.  Rep.  99-841,  Vol.  II  (September  18,  1986),  pp.  841-860  (Conference 
Report). 

2  Division  A  of  the  Deficit  Reduction  Act  of  1984  (P.L.  98-369). 
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Explanation  of  Provision 

The  Act  restores  the  year  1985  to  the  table  of  years  for  which  the 
three-percent  telephone  excise  tax  applies. 

c.  Electronic  funds  transfer  for  alcohol  and  tobacco  excise  taxes 

(sec.  1801(c)  of  the  Act  and  sees.  5061  and  5703  of  the  Code) 

Prior  Law 

The  1984  Act  requires  persons  who  were  liable  for  $5  million  or 
more  in  any  alcohol  or  tobacco  excise  tax  during  the  preceding  cal- 
endar year  to  pay  that  tax  by  electronic  funds  transfer  during  the 
succeeding  calendar  year. 

Explanation  of  Provision 

The  Act  clarifies  that  all  corporations  that  are  members  of  a  con- 
trolled group  of  corporations  are  treated  as  one  person  for  purposes 
of  the  electronic  funds  transfer  requirement.  The  term  controlled 
group  of  corporations  has  the  same  meaning  as  under  Code  section 
1563,  except  a  50-percent,  rather  than  an  80-percent,  common  own- 
ership test  is  applied.  Congress  understood  that  the  Treasury  De- 
partment administratively  will  apply  this  50-percent  common  own- 
ership requirement  only  with  respect  to  taxes  due  after  March  28, 
1985. 

Additionally,  Treasury  Department  authority  to  apply  these 
principles  to  a  group  of  persons  under  common  control  where  some 
members  of  the  group  are  not  corporations  is  clarified. 

d.  Distilled  spirits  held  in  foreign  trade  zones  (sec.  1801(c)(3)  of 

the  Act  and  sec.  27(b)  of  the  1984  Act) 

Prior  Law 

The  1984  Act  increased  the  excise  tax  rate  on  distilled  spirits 
from  $10.50  to  $12.50  per  proof  gallon,  effective  October  1,  1985. 
Previously  removed  spirits  held  for  sale  on  that  date  were  subject 
to  a  $2  "floor  stocks"  tax  (subject  to  certain  exceptions). 

Because  of  the  interaction  of  these  provisions  with  the  provisions 
regarding  foreign  trade  zones  {see,  19  U.S.C.  sec.  81a  et  seq.),  it  was 
not  clear  whether  distilled  spirits  held  in  a  foreign  trade  zone  on 
October  1,  1985,  and  subsequently  entered  into  U.S.  customs  terri- 
tory, would  be  subject  to  the  floor  stocks  tax. 

Explanation  of  Provision 

The  Act  clarifies  that  distilled  spirits  held  in  a  foreign  trade  zone 
on  October  1,  1985,  and  entered  into  U.S.  customs  territory  after 
that  date,  are  subject  to  the  floor  stocks  tax. 


2.  Tax-Exempt  Entity  Leasing 

a.  Treatment  of  use  in  unrelated  trade  or  business  (sec.  1802(a)(1) 

of  the  Act  and  sec.  168(j)(3)(D)  of  the  Code) 

Prior  Law 

In  the  case  of  19-year  real  property,  the  1984  Act  defines  "tax- 
exempt  use  property"  as  the  portion  of  property  that  is  leased  to 
tax-exempt  entities  under  disqualified  leases.  This  definition  ap- 
plies only  if  the  portion  of  the  property  leased  in  a  disqualified 
lease  is  more  than  35  percent  of  the  property.  That  Act  also  pro- 
vides that  the  term  "tax-exempt  use  property"  does  not  include 
any  portion  of  a  property  that  is  used  predominantly  in  a  tax- 
exempt  entity's  unrelated  trade  or  business. 

Explanation  of  Provision 

The  Act  clarifies  that  the  portion  of  a  property  that  is  used  in  a 
tax-exempt  entity's  unrelated  trade  or  business  is  not  treated  as 
used  pursuant  to  a  disqualified  lease.  For  example,  assume  that  a 
tax-exempt  entity  leases  100  percent  of  a  building  for  a  term  of  21 
years.  Eighty  percent  of  the  building  is  used  in  the  tax-exempt  en- 
tity's unrelated  trade  or  business,  and  20  percent  is  used  in  its 
exempt  function.  No  portion  of  the  building  constitutes  tax-exempt 
use  property  because  the  portion  used  in  a  disqualified  lease  (20 
percent)  is  less  than  35  percent  of  the  property. 

b.  Treatment  of  certain  previously  tax-exempt  organizations  (sec. 

1802(a)(2)  of  the  Act  and  sees.  168(j)(4)(E)  and  (9)  of  the 
Code) 

Prior  Law 

Under  the  1984  Act,  the  term  "tax-exempt  entity"  includes  any 
organization  (other  than  certain  farmers'  cooperatives)  that  was 
exempt  from  U.S.  income  tax  at  any  time  during  the  five-year 
period  ending  on  the  date  the  property  involved  is  leased  to  such 
organization  (or  any  successor  organization  engaged  in  substantial- 
ly similar  activities). 

Explanation  of  Provision 

The  Act  clarifies  that  the  rule  for  former  tax-exempt  organiza- 
tions is  not  limited  to  property  that  is  leased  to  such  organizations; 
the  rule  applies  with  respect  to  any  property  other  than  property 
owned  by  a  former  tax-exempt  entity  or  a  successor  organization. 
Under  the  Act,  the  five-year  period  ends  on  the  date  the  property 
involved  is  "first  used"  by  a  former  tax-exempt  entity.  Property  is 
treated  as  first  used  by  an  organization  (a)  when  the  property  is 
first  placed  in  service  under  a  lease  to  such  organization,  or  (b)  in 
the  case  of  property  owned  by  a  partnership  (or  other  pass-through 
entity)  of  which  the  organization  is  a  member,  the  later  of  the  day 
on  which  the  property  is  first  used  by  the  partnership  (or  other 
pass-through  entity)  or  the  day  on  which  the  organization  is  first  a 
member  of  such  partnership  (or  other  pass-through  entity). 


For  purposes  of  the  rules  relating  to  property  owned  by  a  part- 
nership, any  "tax-exempt  controlled  entity"  is  treated  as  a  tax- 
exempt  entity.  The  term  "tax-exempt  controlled  entity"  is  defined 
as  any  corporation  that  is  not  a  tax-exempt  entity  if  50  percent  or 
more  (by  value)  of  the  corporation's  stock  is  held  directly  or  (by  ap- 
plication of  section  318)  indirectly  by  one  or  more  tax-exempt  enti- 
ties. In  applying  section  318,  the  rules  relating  to  attribution  from 
a  corporation  are  to  be  applied  without  regard  to  the  50-percent 
test.  Therefore,  an  entity  will  be  treated  as  owning  its  proportion- 
ate share  of  stock  held  by  a  corporation  in  which  the  entity  has  a 
direct  ownership  interest,  regardless  of  the  entity's  ownership  per- 
centage. For  example,  assume  that  each  of  three  unrelated  tax- 
exempt  entities  utilizes  a  wholly  owned  taxable  subsidiary  to  invest 
in  one-third  of  the  stock  of  a  fourth  taxable  corporation.  The  fourth 
taxable  corporation  acquires  an  interest  in  a  partnership  holding 
depreciable  property.  Under  section  318(a)(2)(C),  each  tax-exempt 
entity  would  be  treated  as  owning  one-third  of  the  stock  in  the 
fourth  taxable  corporation.  Therefore,  the  fourth  taxable  corpora- 
tion would  constitute  a  tax-exempt  controlled  entity.  Because  the 
rules  for  attribution  from  a  corporation  are  applied  without  the  50- 
percent  threshold,  the  same  result  would  obtain  if  the  three  unre- 
lated tax-exempt  entities  invested  in  one-third  of  the  stock  of  a 
single  taxable  corporation,  and  the  taxable  corporation  organized  a 
second  taxable  corporation;  here,  the  second  taxable  corporation 
would  constitute  a  tax-exempt  controlled  entity. 

A  tax-exempt  controlled  entity  is  not  treated  as  a  tax-exempt 
entity  (or  as  a  successor  to  a  tax-exempt  entity)  if  an  election  is 
made  to  treat  any  gain  recognized  by  a  tax-exempt  entity  on  dispo- 
sition of  an  interest  in  the  tax-exempt  controlled  entity  (as  well  as 
any  dividends  or  interest  received  or  accrued  from  the  tax-exempt 
controlled  entity)  as  unrelated  business  taxable  income  under  sec- 
tion 511.  The  election  binds  all  tax-exempt  entities  holding  inter- 
ests in  the  tax-exempt  controlled  entity. 

The  amendment  relating  to  tax-exempt  controlled  entities  ap- 
plies to  property  placed  in  service  after  September  27,  1985,  except 
property  acquired  pursuant  to  a  written  contract  that  was  binding 
on  that  date  and  at  all  times  thereafter.  A  tax-exempt  controlled 
entity  can  elect  to  have  the  amendments  apply  to  property  placed 
in  service  on  or  before  September  27,  1985. 

The  Act  also  clarifies  that  the  Federal  Home  Loan  Mortgage  Cor- 
poration is  not  treated  as  a  tax-exempt  entity. 

c.  Repeal  of  overlapping  regulatory  authority  (sec.  1802(a)(3)  of 
the  Act  and  sec.  168(j)(5)(C)(iv)  of  the  Code) 

Prior  Law 

The  1984  Act  authorized  the  Treasury  to  determine  whether  any 
high-technology  telephone  station  equipment  or  medical  equipment 
is  subject  to  rapid  obsolescence.  The  Act  also  provides  that  the 
Treasury  is  to  prescribe  any  other  regulations  that  may  be  neces- 
sary or  appropriate  to  carry  out  the  purposes  of  section  168(j)  (sec. 
168(j)(10)). 


Explanation  of  Provision 

The  Act  repeals  the  overlapping  regulatory  authority  relating  to 
high-technology  equipment. 

d.  Partnership  rules  (sec.  1802(a)(4)  of  the  Act  and  sees.  168(j)(8)- 

(9)  and  48(a)(5)  of  the  Code) 

Prior  Law 

The  1984  Act  provides  that  sections  168(j)(8)  (relating  to  property 
leased  to  a  partnership)  and  168(j)(9)  (relating  to  property  owned  by 
a  partnership)  apply  for  purposes  of  paragraphs  (4)  and  (5)  of  sec- 
tion 48(a)  (relating  to  the  nontaxable  use  restriction  on  investment 
credits). 

Explanation  of  Provision 

The  Act  clarifies  the  manner  in  which  the  partnership  rules  in 
section  168(j)  apply  for  purposes  of  the  investment  credit  provi- 
sions. Any  portion  of  a  property  that  is  treated  as  tax-exempt  use 
property  by  application  of  paragraph  (8)  or  (9)  of  section  168(j*)  is 
excluded  from  the  definition  of  section  38  property  under  para- 
graphs (4)  and  (5)  of  section  48. 

e.  Treatment  of  certain  aircraft  leased  to  foreign  persons  (sec. 

1802(a)(5)  of  the  Act  and  sees.  47(a)  and  48(a)  of  the  Code) 

Prior  Law 

Section  47(a)(7)  provides  an  exception  to  the  investment  credit  re- 
capture rules  for  certain  leases  of  aircraft  for  use  predominantly 
outside  the  United  States.  This  exception  applies  if,  inter  alia,  an 
aircraft  that  qualified  for  the  credit  in  the  taxable  year  in  which  it 
was  placed  in  service  would  otherwise  cease  to  qualify  as  section  38 
property  because  it  is  used  predominantly  outside  the  United 
States. 

Under  the  1984  Act,  generally,  property  that  is  leased  for  a  term 
of  less  than  six  months  qualifies  as  section  38  property,  even  if  the 
lease  is  to  a  foreign  person  or  entity.  In  the  case  of  aircraft  that  is 
leased  to  a  foreign  person  before  January  1,  1990,  and  is  used 
under  a  lease  that  qualifies  for  treatment  under  section  47(a)(7),  in- 
vestment credits  are  not  recaptured  if  the  term  of  such  lease  does 
not  exceed  three  years. 

Explanation  of  Provision 

The  Act  clarifies  that  the  short-term  lease  exception  for  aircraft 
is  intended  to  permit  the  operation  of  section  47(a)(7),  where  prop- 
erty would  otherwise  cease  to  qualify  as  section  38  property  be- 
cause it  is  leased  to  a  foreign  person  for  use  predominantly  outside 
the  United  States,  and  not  to  provide  an  exception  to  the  definition 
of  section  38  property.  The  application  of  this  provision  is  illustrat- 
ed by  the  following  example.  Assume  an  aircraft  is  placed  in  serv- 
ice by  a  U.S.  air  carrier  on  January  1,  1986,  and  is  used  for  the 
entire  taxable  year  solely  in  the  United  States.  On  January  1,  1987, 
the  aircraft  is  leased  to  a  foreign  person  for  use  predominantly  out- 
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side  the  United  States,  under  a  "qualifying  lease"  (within  the 
meaning  of  section  47(a)(7)).  The  term  of  the  lease  is  two  years.  Be- 
cause of  the  application  of  new  section  47(a)(9),  as  well  as  section 
47(a)(7),  no  investment  credit  is  recaptured.  If  such  aircraft  is  dis- 
posed of  or  otherwise  ceases  to  be  section  38  property,  investment 
credit  recapture  will  be  determined  by  disregarding  the  term  of  the 
lease  to  the  foreign  person.  In  the  example  above,  at  the  end  of  the 
two-year  lease  term,  although  the  U.S.  air  carrier  has  actually 
owned  the  aircraft  for  three  years,  the  taxpayer  is  considered  to 
have  used  the  plane  for  only  one  year  for  purposes  of  the  recapture 
rules. 

f.  Section  593  organizations  (sec.  1802(a)(6)  and  (8)  of  the  Act  and 

sec.  46(e)(4)  of  the  Code) 

Prior  Law 

Under  the  1984  Act,  the  lessor  of  property  to  a  section  593  orga- 
nization (or  "thrift  institution")  is  entitled  to  no  greater  a  credit 
with  respect  to  such  property  than  the  thrift  institution  would 
have  been  entitled  to  had  it  owned  the  property.  That  Act  also  pro- 
vides rules  designed  to  prevent  taxpayers  from  circumventing  the 
rules  with  respect  to  leased  property  by  use  of  certain  arrange- 
ments, other  than  service  contracts  but  including  partnerships, 
under  which  a  thrift  institution  obtains  the  use  of  property. 

Explanation  of  Provision 

The  Act  clarifies  prior  law  by  expressly  providing  that  a  thrift 
institution  cannot  avoid  the  restriction  on  property  leased  to  a  sec- 
tion 593  organization  by  use  of  a  partnership. 

The  Act  also  clarifies  that  the  tax  credit  for  rehabilitation  ex- 
penditures is  allowable  on  buildings  leased  to  section  593  organiza- 
tions in  accordance  with  the  rules  applicable  to  buildings  leased  to 
tax-exempt  entities. 

g.  Treatment    of   certain    property    held    by    partnerships    (sec. 

1802(a)(7)  of  the  Act  and  sec.  168(j)(9)  of  the  Code) 

Prior  Law 

If  a  tax-exempt  entity's  share  of  partnership  items  would  be 
treated  as  income  or  loss  from  an  unrelated  trade  or  business 
under  section  511,  then  the  partnership's  property  will  not  be 
treated  as  tax-exempt  use  property. 

Explanation  of  Provision 

The  Act  clarifies  that  the  determination  of  whether  a  tax-exempt 
partner's  share  of  partnership  items  is  treated  as  derived  from  an 
unrelated  trade  or  business  is  to  be  made  without  regard  to  the 
debt-financed  income  rules  of  section  514. 


h.  Treatment  of  service  contracts  (sec.  1802(a)(9)(C)  of  the  Act 
and  sec.  7701(e)  of  the  Code) 

Prior  Law 

Section  7701(e)  provides  rules  for  use  in  determining  whether  an 
arrangement  structured  as  a  service  contract  is  more  properly 
treated  as  a  lease. 

Explanation  of  Provision 

Section  7701(e)(4)  is  amended  by  adding  a  cross  reference  to  the 
definition  of  "related  entity"  in  section  168(j). 

i.  Effective  date  provisions  (sec.  1802(a)(10)  of  the  Act) 

(1)  Section  31(g)(3)(B)  of  the  1984  Act  is  amended  to  clarify  that 
transitional  relief  is  provided  only  from  the  application  of  section 
1680*)(9)  (as  added  by  the  Act). 

(2)  Section  31(g)(4)  of  the  1984  Act  is  amended  to  clarify  that  cer- 
tain credit  unions  qualify  for  transitional  relief,  that  governmental 
action  before  May  23,  1984  qualifies  a  successor  plan  for  the  Green- 
ville, South  Carolina,  Coliseum,  and  that  certain  actions  taken  with 
respect  to  the  Essex  County,  New  Jersey,  Courthouse  qualify  as  sig- 
nificant governmental  action. 

(3)  Effective  for  property  placed  in  service  by  the  taxpayer  after 
July  18,  1984,  section  31(g)(15)(D)  of  the  1984  Act  is  amended  to 
clarify  that  the  transitional  rule  for  certain  aircraft  applies  to  air- 
craft originally  placed  in  service  after  May  23,  1983. 

(4)  Section  31(g)(17)(H)  of  the  1984  Act  is  amended  to  clarify  that, 
in  the  case  of  Clemson  University,  the  term  "property"  includes 
only  the  Continuing  Education  Center  and  component  housing 
projects. 

(5)  Section  31(g)(17)(L)  of  the  1984  Act  is  amended  to  clarify  that 
it  applies  to  the  Pennsylvania  Railroad  Station  in  Newark,  New 
Jersey. 

(6)  Section  31(g)(20)(B)(ii)  of  the  1984  Act,  which  provides  that  im- 
provements to  property  that  qualify  for  transitional  relief  also 
qualify  for  relief  unless  the  improvement  is  a  substantial  improve- 
ment, is  amended  to  clarify  that  the  substantial-improvement  ex- 
ception to  the  rule  applies  to  personal  property,  as  well  as  real 
property.  This  amendment  will  not  apply  to  personal  property  if 
there  was  a  binding  written  contract  to  acquire,  construct,  or  reha- 
bilitate the  property  (or  if  construction,  reconstruction,  or  rehabili- 
tation of  the  property  began)  on  or  before  March  28,  1985. 

3.  Bonds  and  Other  Debt  Instruments 

a.  Treatment  of  amounts  received  on  disposition  of  short-term  ob- 
ligations (sec.  1803(a)(1),  (2)  and  (3)  of  the  Act  and  sec.  1271 
of  the  Code) 

Prior  Law 

Section  1271  expressly  provides  that  any  gain  realized  on  disposi- 
tion of  governmental  short-term  obligations  is  treated  as  ordinary 
income,  to  the  extent  of  the  ratable  share  of  accrued  acquisition 
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discount.  Long-standing  judicial  authority  and  Treasury  regula- 
tions provide  a  basis  for  characterizing  accrued  original  issue  dis- 
count (OID)  as  ordinary  income  on  disposition  of  nongovernmental 
obligations. 

Explanation  of  Provision 

The  Act  clarifies  the  treatment  of  amounts  received  on  disposi- 
tion of  nongovernmental  obligations.  Under  a  general  rule,  any 
gain  realized  on  disposition  of  a  short-term  nongovernmental  obli- 
gation is  treated  as  ordinary  income  to  the  extent  of  the  ratable 
share  of  accrued  OID.  Taxpayers  may  elect  to  accrue  OID  with  re- 
spect to  a  short-term  nongovernmental  obligation  under  an  eco- 
nomic accrual  formula,  pursuant  to  which  the  daily  portion  of  the 
discount  is  computed  on  the  basis  of  the  taxpayer's  yield  to  maturi- 
ty based  on  the  issue  price  of  the  obligation,  compounded  daily.  A 
similar  election  is  provided  for  the  computation  of  acquisition  dis- 
count with  respect  to  short-term  governmental  obligations.  An  elec- 
tion to  account  for  discount  under  an  economic  accrual  formula 
cannot  be  revoked  without  the  consent  of  the  Secretary. 

b.  Treatment  of  deduction  of  OID  on  short-term  obligations  (sec. 

1803(a)(4)  of  the  Act  and  sec.  163(e)  of  the  Code) 

Prior  Law 

In  general,  interest  on  a  debt  instrument  with  a  maturity  of  one 
year  or  less  which  is  payable  at  the  maturity  of  the  instrument  is 
not  deductible  by  a  cash-method  issuer  until  paid.  See  Treas.  Reg. 
sec.  1.1232-3(b)(l)(iii)  (providing  that  such  interest  is  not  included  in 
the  "stated  redemption  price  at  maturity"  for  purposes  of  section 
1232,  the  predecessor  of  section  1273). 

Explanation  of  Provision 

The  Act  clarifies  prior  law  by  expressly  providing  in  section 
163(e)  that  a  cash  basis  issuer  of  a  short-term  debt  instrument  may 
deduct  original  issue  discount  and  any  other  interest  only  in  the 
year  of  payment.  A  similar  provision  was  included  in  the  Confer- 
ence Report  to  the  Act.  That  provision  was  deleted  in  House  Con- 
current Resolution  328  (June  29,  1984)  because  it  was  deemed  to  be 
a  mere  restatement  of  preexisting  law. 

It  is  understood  that  some  taxpayers  have  interpreted  the  dele- 
tion of  this  provision  from  the  Concurrent  Resolution  as  evidencing 
an  intent  to  modify  the  prior-law  proscription  against  deduction  of 
interest  on  an  accrual  basis  by  cash-method  issuers  of  short-term 
obligations.  The  purpose  of  this  amendment  is  to  clarify  that  no 
such  result  was  intended. 

c.  Treatment  of  certain  transfers  of  market  discount  bonds  (sec. 

1803(a)(5)  of  the  Act  and  sec.  1276(d)  of  the  Code) 

Prior  Law 

Under  the  1984  Act,  an  obligation  issued  in  an  exchange  subject 
to  section  351  (which  provides  nonrecognition  treatment  where  ap- 
preciated property  is  transferred  to  an  80-percent  owned  corpora- 
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tion  in  exchange  for  stock  or  securities  of  the  corporation)  may  fall 
within  the  definition  of  the  term  "market  discount  bond,"  without 
regard  to  whether  the  property  transferred  is  a  market  discount 
bond  (see  the  discussion  of  prior  law,  below).  Thus,  taxpayers  are 
prevented  from  circumventing  the  rule  that  characterizes  accrued 
market  discount  as  interest  by  swapping  a  market  discount  bond 
for  a  new  bond  in  a  section  351  exchange.  A  different  result  may 
obtain,  however,  where  a  taxpayer  swaps  a  market  discount  bond 
for  stock  in  a  section  351  exchange. 

Explanation  of  Provision 

The  Act  clarifies  that  taxpayers  are  prevented  from  circumvent- 
ing the  market  discount  provisions  by  transferring  a  bond  with  ac- 
crued market  discount  in  a  section  351  exchange.  Under  the  Act, 
accrued  market  discount  is  taxed  to  the  transferor  of  a  market  dis- 
count bond  in  a  section  351  exchange,  regardless  of  whether  the 
transferor  receives  stock  or  securities  in  the  exchange.  The  corpo- 
rate transferee  of  the  market  discount  bond  will  take  the  bond 
with  a  basis  that  reflects  any  gain  recognized  to  the  transferor  (sec. 
362(a)).  If  the  stated  redemption  price  of  the  bond  exceeds  the 
transferee's  basis  immediately  after  acquisition,  then  the  bond  will 
constitute  a  market  discount  bond  in  the  hands  of  the  transferee. 

d.  Treatment  of  bonds  acquired  at  original  issue  for  purposes  of 
market  discount  rules  (sec.   1803(a)(6)  of  the  Act  and  see. 


1278(a)  of  the  Code) 


Prior  Law 


Because  market  discount  is  defined  as  any  excess  of  stated  re- 
demption price  over  basis  (excluding  OID),  it  is  arguable  that 
market  discount  is  created  on  issuance  of  obligations  in  certain 
nonrecognition  (or  nontaxable)  exchanges.  An  example  is  provided 
by  the  application  of  the  statutory  definition  to  a  bond  issued  in  a 
section  351  exchange.  Under  section  358,  the  basis  of  a  bond  re- 
ceived in  a  section  351  ejfchange  is  determined  by  reference  to  the 
basis  of  the  property  transferred  in  exchange  for  the  bond  (in  the 
hands  of  the  transferor).  Thus,  the  stated  redemption  price  of  the 
bond  will  exceed  its  basis  to  the  extent  of  any  appreciation  in  the 
transferred  property.  Assuming  no  OID,  this  excess  could  be  viewed 
as  market  discount. 

The  1984  Act  provides  that  the  rule  that  characterizes  accrued 
market  discount  as  interest  on  disposition  of  a  bond  is  inapplicable 
to  bonds  issued  on  or  before  July  18,  1984.  If  a  pre-enactment  bond 
is  exchanged  for  a  newly  issued  bond  in  a  tax-free  transaction, 
however,  the  new  bond  is  subject  to  the  interest  characterization 
rule,  even  if  the  holder  of  the  bond  essentially  maintains  the  origi- 
nal investment. 

Explanation  of  Provision 

The  Act  clarifies  that,  except  as  provided  by  statute  or  by  regula- 
tion, no  market  discount  is  created  on  the  original  issuance  of  a 
bond. 
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Under  the  Act,  two  statutory  exceptions  are  provided.  The  first 
exception  relates  to  bonds  that  are  part  of  an  issue  that  is  pubUcly 
offered.  Because  the  Act  provides  that  the  issue  price  of  pubHcly 
offered  bonds  (other  than  bonds  issued  for  property)  is  the  price  at 
which  a  substantial  amount  of  the  bonds  are  sold,  the  OID  provi- 
sions are  inapplicable  to  a  portion  of  the  OID  with  respect  to  bonds 
acquired  on  original  issue  by  large  investors  at  "wholesale"  prices 
(at  deeper  discounts  than  those  available  to  "retail"  customers). 
Under  the  Act,  market  discount  is  created  on  original  issuance  of  a 
bond  if  the  holder  has  a  cost  basis  determined  under  section  1012, 
and  such  basis  is  less  than  the  issue  price  of  the  bond.  The  differ- 
ence between  the  holder's  issue  price  and  basis  is  treated  as 
market  discount. 

The  second  statutory  exception  applies  to  a  bond  that  is  issued  in 
exchange  for  a  market  discount  bond  pursuant  to  a  plan  of  reorga- 
nization. This  exception  is  intended  to  prevent  the  holder  of  a 
market  discount  bond  from  eliminating  the  taint  of  unaccrued 
market  discount  by  swapping  the  bond  for  a  new  bond  (e.g.,  in  a 
recapitalization).  Solely  for  purposes  of  the  interest  characteriza- 
tion rule,  however,  this  exception  is  inapplicable  to  a  bond  issued 
in  exchange  for  a  pre-enactment  market  discount  bond  where  term 
and  interest  rate  of  the  new  bond  is  identical  to  that  of  the  old 
bond. 

If  the  adjusted  basis  of  a  bond  is  determined  by  reference  to  the 
adjusted  basis  of  the  bond  in  the  hands  of  a  person  who  acquired 
the  bond  at  original  issue,  the  bond  will  be  treated  as  acquired  by 
the  taxpayer  at  its  original  issue. 

e.  Treatment  of  certain  stripped  bonds  or  stripped  coupons  (sec. 

1803(a)(7)  of  the  Act  and  sec.  1281(b)  of  the  Code) 

Prior  Law 

The  1984  Act  requires  the  current  inclusion  in  income  of  OID  or 
acquisition  discount  with  respect  to  short-term  obligations  held  by 
certain  taxpayers.  This  provision  was  intended  to  limit  the  scope  of 
the  rules  that  permit  deferral  to  the  ordinary  investor. 

Explanation  of  Provision 

The  Act  requires  the  current  inclusion  in  income  of  OID  with  re- 
spect to  stripped  bonds  and  stripped  coupons  held  by  the  taxpayer 
who  stripped  the  bond  or  coupon  (or  any  other  person  whose  basis 
is  determined  by  reference  to  the  basis  in  the  hands  of  the  strip- 
per). 

f.  Accrual    of  interest   on    certain    short-term   obligations    (sec. 

1803(a)(8)  of  the  Act  and  sec.  1281(a)  of  the  Code) 

Prior  Law 

Under  section  1281  of  the  Code,  certain  taxpayers  are  required  to 
include  in  income  as  interest  for  a  taxable  year  that  portion  of  the 
acquisition  discount  or  OID  on  a  short-term  obligation  that  is  allo- 
cable to  the  portion  of  the  taxable  year  during  which  the  taxpayer 
held  the  obligation.  Acquisition  discount  is  defined  as  the  excess  of 
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the  stated  redemption  price  at  maturity  over  the  taxpayer's  basis 
in  the  obligation.  Similarly,  OID  is  defined  as  the  excess  of  the 
stated  redemption  price  at  maturity  over  the  issue  price  of  the  obli- 
gation. The  taxpayers  affected  are  those  for  whom  the  cash  method 
of  accounting  for  interest  income  from  short-term  obligations  is 
considered  inappropriate. 

Explanation  of  Provision 

The  Act  clarifies  that  taxpayers  subject  to  the  rule  for  mandato- 
ry accrual  are  required  to  include  in  income  for  a  taxable  year  all 
amounts  of  interest  allocable  to  that  year  with  respect  to  short- 
term  obligations,  irrespective  of  whether  the  interest  is  stated  or  is 
in  the  form  of  acquisition  discount  or  OID,  and  irrespective  of 
when  any  stated  interest  is  paid.  For  example,  a  calendar-year  tax- 
payer designated  in  section  1281(b)  holds  an  obligation  from  the 
time  it  is  issued  on  October  1,  1985  until  its  maturity  on  October  1, 
1986.  Under  the  Act,  the  taxpayer  is  required  to  include  in  income 
for  1985  the  equivalent  of  three  months  interest  on  the  obligation, 
regardless  of  whether  the  interest  income  is  in  the  form  of  acquisi- 
tion discount,  OID,  stated  interest,  or  any  combination  thereof. 

The  provision  will  apply  to  obligations  acquired  after  September 
27,  1985. 

g.  Treatment  of  debt  instruments  issued  for  property  where  there 
is  public  trading  (sec.  1803(a)(10)  of  the  Act  and  see.  1273(b) 
of  the  Code) 

Prior  Law 

Under  section  1278(b)  of  the  Code,  if  a  debt  instrument  is  issued 
for  property  and  either  the  debt  instrument  is  traded  on  an  estab- 
lished securities  market  or  the  property  for  which  it  is  issued  is 
stock  or  securities  which  are  traded  on  an  established  securities 
market,  the  issue  price  of  the  instrument  is  the  fair  market  value 
of  the  property. 

Explanation  of  Provision 

The  Act  permits  the  Secretary  to  designate  in  regulations  other 
tj^es  of  publicly  traded  property  which  for  purposes  of  the  issue 
price  provisions  will  be  treated  like  publicly  traded  stock  or  securi- 
ties. 

h.  Amortization  of  bond  premium  (sec.  1803(a)  (11)  and  (12)  of 
the  Act  and  sec.  171  of  the  Code) 

Prior  Law 

If  a  taxable  bond  is  purchased  at  a  premium  (i.e.,  at  a  price  that 
exceeds  the  redemption  price),  the  holder  may  elect  to  amortize  the 
bond  premium  over  the  term  of  the  bond  (sec.  171).  Amortizable 
bond  premium  is  allowed  as  an  ordinary  deduction.  In  computing 
amortizable  bond  premium,  taxpayers  are  permitted  to  use  a 
straight-line  method.  For  purposes  of  these  rules,  the  term  "bond" 
is  defined  to  exclude  bonds  issued  by  individuals.  An  election  to 
amortize  bond  premium  is  effective  for  all  bonds  held  or  acquired 
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at  or  after  the  beginning  of  the  first  taxable  year  for  which  the 
election  is  made. 

Explanation  of  Provision 

The  Act  conforms  the  treatment  of  bond  premium  to  the  treat- 
ment of  bond  discount:  bond  premium  is  to  be  computed  under  a 
constant  yield  method.  Amortizable  bond  premium  is  computed  on 
the  basis  of  the  taxpayer's  yield  to  maturity,  determined  by  using 
the  taxpayer's  basis  for  the  bond,  and  compounding  at  the  close  of 
each  "accrual  period"  (as  defined  in  section  1271(a)(5)).  The  Act  also 
extends  section  171  to  obligations  issued  by  individuals. 

The  provisions  will  apply  to  obligations  issued  after  September 
27,  1985.  For  taxpayers  who  have  elections  in  effect  as  of  the  date 
of  enactment,  such  elections  will  apply  to  obligations  issued  after 
that  date  only  if  the  taxpayer  so  chooses  (in  such  manner  as  may 
be  prescribed  by  the  Secretary). 

The  Act  also  provides  that,  in  determining  bond  premium  for 
bonds  issued  after  May  6,  1986,  the  basis  of  the  bond  shall  be  treat- 
ed as  not  exceeding  its  fair  market  value  where  the  bond  was  re- 
ceived in  an  exchange  in  which  the  basis  of  the  bond  is  determined 
by  reference  to  the  basis  of  the  other  property.  This  rule  generally 
will  not  apply  to  an  exchange  of  securities  in  a  reorganization. 

The  Congress  anticipated  that  the  regulations  relating  to  the 
treatment  of  bond  premium  by  the  issuing  corporation  (Treas.  Reg. 
sec.  1.61-12(c)(2))  will  be  conformed  to  require  the  use  of  the  con- 
stant yield  method. 

i.  Bonds  with  partial  principal  payments  (sec.  1803(a)(13)  of  the 
Act  and  sec.  1276(a)(3)  of  the  Code) 

Prior  Law 

The  1984  Act  generally  provided  that  gain  on  the  disposition  of  a 
market  discount  bond  is  treated  as  interest  to  the  extent  of  accrued 
market  discount. 

Explanation  of  Provision 

The  Act  contains  a  provision  relating  to  the  treatment  of  market 
discount  on  debt  instruments,  the  principal  of  which  is  paid  in 
more  than  one  installment.  Under  the  Act,  a  holder  of  such  a  debt 
instrument  takes  accrued  market  discount  into  income  upon  re- 
ceipt of  amounts  includible  in  the  debt  instrument's  stated  redemp- 
tion price  at  maturity,  to  the  extent  of  the  amounts  so  received. 
Rules  are  provided  to  prevent  double  counting  of  any  market  dis- 
count. In  addition,  rules  are  provided  to  require  the  recognition  of 
accrued  market  discount  upon  the  stripping  of  a  debt  instrument. 

The  Act  provides  that  the  computation  of  the  accrual  of  market 
discount  on  market  discount  bonds  is  to  be  provided  by  Treasury 
regulations.  Until  such  time  that  the  Treasury  Department  issues 
such  regulations,  the  Congress  intends  in  the  case  of  debt  instru- 
ments to  which  the  provision  applies,  holders  may  elect  to  accrue 
market  discount  either  on  the  basis  of  a  constant  interest  rate  or 
as  follows:  (1)  for  those  debt  instruments  that  have  original  issue 
discount  ("OID"),  market  discount  shall  be  deemed  to  accrue  in 
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proportion  to  the  accrual  of  OID  for  any  accrual  period  (i.e.,  the 
amount  of  market  discount  that  accrues  during  a  period  is  equal  to 
the  product  of  (a)  the  total  remaining  market  discount,  and  (b)  a 
fraction,  the  numerator  of  which  is  the  OID  for  the  period  and  the 
denominator  of  which  is  the  total  remaining  OID  at  the  beginning 
of  the  period),  and  (2)  for  those  debt  instruments  that  have  no  OID, 
the  amount  of  market  discount  that  is  deemed  to  accrue  shall  be 
the  amount  of  discount  that  bears  the  same  ratio  to  the  total 
amount  of  remaining  market  discount  that  the  amount  of  stated  in- 
terest paid  in  the  accrual  period  bears  to  the  total  amount  of  stated 
interest  remaining  to  be  paid  on  the  debt  instrument  as  of  the  be- 
ginning of  the  accrual  period. 

In  the  case  of  debt  instruments  that  would  be  subject  to  the  OID 
rules  contained  in  new  Code  sec.  1272(a)(6)  (without  regard  to 
whether  the  debt  instrument  has  original  issue  discount),  the  same 
prepayment  assumption  that  would  be  made  in  computing  OID 
would  be  made  in  computing  the  accrual  of  market  discount 
(whether  or  not  the  taxpayer  elects  to  accrue  market  discount  on 
the  basis  of  a  constant  interest  rate).  In  addition,  the  Congress  in- 
tends that  the  same  rules  that  apply  to  the  accrual  of  market  dis- 
count on  debt  instruments  whose  principal  is  paid  in  more  than 
one  installment,  also  is  applied  in  amortizing  amortizable  bond  pre- 
mium (within  the  meaning  of  sec.  171). 

j.  Clarification  of  transitional  rule  (sec.  1803(b)(1)  of  the  Act  and 
sec.  44  of  the  1984  Act) 

Prior  Law 

Section  44(b)  of  the  1984  Act  (relating  to  effective  dates),  as 
amended  by  section  2  of  Public  Law  98-612,  provides  special  test 
and  imputation  rates  under  sections  1274  and  483  for  certain  trans- 
actions occurring  before  July  1,  1985. 

Explanation  of  Provision 

The  Act  clarifies  that  the  effective  date  for  new  section  1274  and 
section  483  as  amended  by  the  Act — transactions  after  December 
31,  1984 — is  not  accelerated  by  section  2  of  Public  Law  98-612. 

k.  Clarification  of  interest  accrual  with  respect  to  transactions  in- 
volving adequate  stated  interest  (sec.  1803(b)  (2)  and  (3)  of 
the  Act  and  sec.  44(b)(3)  of  the  1984  Act) 

Prior  Law 

Section  44(b)(3)(A)(i)(I)  of  the  1984  Act  provides  that,  after  March 
1,  1984,  and  before  January  1,  1985  (the  date  on  which  new  section 
483  becomes  effective),  the  unstated  interest  allocable  to  a  taxable 
year  must  be  computed  on  an  economic  accrual  basis.  Section 
44(b)(3)(A)(i)(II)  proscribes  the  accrual  of  interest  on  a  noneconomic 
basis  with  respect  to  debt  instruments  issued  in  a  sale  or  exchange 
after  June  8,  1984,  and  before  January  1,  1985,  where  there  is  ade- 
quate stated  interest  for  purposes  of  section  483.  That  Act  contains 
an  exception  for  transactions  pursuant  to  binding  contracts  in 
effect  on  March  1,  1984. 
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Explanation  of  Provision 

The  Act  clarifies  that,  in  the  case  of  debt  instruments  issued  for 
property  in  transactions  occurring  after  December  31,  1984,  wheth- 
er involving  adequate  stated  interest  or  inadequate  stated  interest, 
interest  may  not  be  computed  using  any  method  other  than  eco- 
nomic accrual,  as  described  in  Rev.  Rul.  83-84,  1983-1  C.B.  9. 

The  Act  also  changes  the  binding  contract  date  applicable  to 
transactions  involving  adequate  stated  interest.  The  exception  to 
the  statutory  requirement  of  economic  accrual  is  made  applicable 
to  transactions  occurring  pursuant  to  a  written  contract  that  was 
binding  on  June  8,  1984  and  at  all  times  thereafter  until  the  trans- 
action was  closed.  No  inference  is  intended  regarding  the  proper 
treatment  (under  other  provisions  of  the  Code,  or  under  general 
tax  law  principles)  of  noneconomic  accruals  of  interest  with  respect 
to  obligations  issued  before  the  effective  date  of  the  Act. 

I.  Clarification  of  effective  date  for  repeal  of  capital  asset  require- 
ment (sec.  1803(b)(5)  of  the  Act  and  sec.  44(g)  of  the  1984  Act) 

Prior  Law 

Section  44(g)  of  the  1984  Act  provides  that  section  1272  (relating 
to  the  current  inclusion  of  original  issue  discount)  does  not  apply  to 
any  obligation  issued  before  December  31,  1984,  for  obligations  that 
are  not  capital  assets  in  the  hands  of  the  holder. 

Explanation  of  Provision 

The  Act  clarifies  that  section  1272  does  not  apply  to  obligations 
issued  on  or  before  December  31,  1984,  for  obligations  that  are  not 
capital  assets  in  the  hands  of  the  holder. 

4.  Corporate  Provisions 

a.  Debt-financed  portfolio  stock  (sec.  1804(a)  of  the  Act  and  sec. 
246A  of  the  Code) 

Prior  Law 

The  1984  Act  added  a  provision  generally  limiting  the  dividends 
received  deduction  for  dividends  received  by  a  corporate  sharehold- 
er with  respect  to  debt-financed  portfolio  stock. 

Explanation  of  Provision 

The  Act  clarifies  the  rules  for  applying  the  provision  in  cases  in 
which  dividends  are  received  from  certain  foreign  corporations  en- 
gaged in  business  in  the  United  States.  For  example,  assume  that 
70  percent  of  a  domestic  corporation's  purchase  price  for  portfolio 
stock  of  a  foreign  corporation  described  in  section  245(a)  is  debt  fi- 
nanced. Assume  further  that  60  percent  of  that  foreign  corpora- 
tion's gross  income  is  effectively  connected  with  the  conduct  of  a 
trade  or  business  in  the  United  States.  In  the  absence  of  section 
246A,  the  domestic  corporation  generally  would  be  entitled  to 
deduct  51  percent  (85  percent  times  60  percent)  of  any  dividend  re- 
ceived from  the  foreign  corporation.  Under  section  246A  and  the 
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Act,  the  domestic  corporation  generally  is  entitled  to  deduct  only 
15.3  percent  ((30  percent  times  85  percent)  times  60  percent)  of  any 
such  dividend. 

b.  Holding  period  rules  for  dividends  received  deduction  (sec. 

1804(b)(1)  of  the  Act  and  sec.  246(c)  of  the  Code) 

Prior  Law 

Under  prior  law,  as  amended  by  the  1984  Act,  a  corporation 
must  hold  stock  for  more  than  45  days  (90  days  in  the  case  of  cer- 
tain preference  dividends)  in  order  to  obtain  a  dividends  received 
deduction  with  respect  to  any  dividend  on  that  stock.  Days  more 
than  45  days  after  the  ex-dividend  date  and  days  on  which  the  cor- 
poration's risk  of  loss  is  diminished  are  not  taken  into  account. 
Under  these  rules,  it  can  thus  be  determined  on  the  45th  day  after 
the  ex-dividend  date  whether  or  not  the  holding  period  require- 
ment will  be  met.  However,  prior  law  disallowed  the  deduction 
only  if  the  stock  had  been  disposed  of  by  the  corporation.  Thus, 
prior  law  may  have  retroactively  denied  the  dividends  received  de- 
duction when  the  corporation  disposed  of  the  stock.  This  may  have 
required  filing  amended  returns  in  some  cases  and  in  other  cases 
the  period  of  limitations  may  have  expired. 

Explanation  of  Provision 

The  Act  disallows  the  dividends  received  deduction  where  the 
holding  period  requirement  is  not  met,  without  regard  to  whether 
the  stock  has  been  disposed  of.  Thus,  where  the  holding  period  re- 
quirement has  not  been  met  on  the  45th  day  (90th  day  in  the  case 
of  certain  preference  dividends)  after  the  ex-dividend  date,  the  divi- 
dends received  deduction  will  not  be  allowed.  The  amendment  is 
not  intended  to  require,  for  example,  that  the  holding  period  be 
met  by  the  date  the  dividend  is  received  where  the  stock  was  ac- 
quired less  than  45  days  before  that  date,  provided  the  stock  is  held 
for  45  days  or  more.  No  inference  is  intended  as  to  the  proper  in- 
terpretation of  prior  law. 

The  provision  applies  to  obligations  acquired  after  March  1,  1986. 

In  addition,  the  Congress  wished  to  clarify  that  the  1984  Act  did 
not  change  the  principle  that  the  dividends  received  deduction  is 
not  disallowed  by  reason  of  an  at-the-money  or  out-of-the  money 
call  option  that  affords  the  corporation  no  protection  against  loss, 
beyond  the  option  price  received,  in  the  event  the  stock  declines  in 
value.  See  Revenue  Ruling  80-238,  1980-2  C.B.  96. 

c.  Application  of  related  party  rule  to  section  265(2)  of  the  Code 

(sec.  1804(b)(2)  of  the  Act  and  sec.  53(e)  of  the  1984  Act) 

Prior  Law 

Section  265(2)  of  the  Code  disallows  the  deduction  of  interest  in- 
curred or  continued  to  purchase  or  carry  tax-exempt  obligations. 
This  rule  applies  both  to  individual  and  corporate  taxpayers. 

The  1984  Act  (Code  sec.  7701(f))  provides  that  the  Treasury  De- 
partment is  to  prescribe  such  regulations  as  may  be  necessary  or 
appropriate  to  prevent  the  avoidance  of  Federal  tax  provisions 
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which  deal  with  (i)  the  linking  of  borrowing  to  investment,  or  (ii) 
diminishing  risks,  through  the  use  of  related  persons,  pass-through 
entities,  or  other  intermediaries.  This  provision  was  specifically  in- 
tended to  apply  to  (but  not  to  be  limited  to)  the  disallowance  rule 
provided  by  section  265(2). 

Under  the  1984  Act,  the  provision  regarding  related  persons, 
pass-through  entities,  and  other  intermediaries  was  effective  on  the 
date  of  enactment  (July  18,  1984), 

Explanation  of  Provision 

Under  the  Act,  the  provision  regarding  related  parties,  pass- 
through  entities,  and  other  intermediaries  generally  remains  effec- 
tive as  of  July  18,  1984  (i.e.,  the  date  of  enactment).  However,  the 
Act  clarifies  that  this  provision,  insofar  as  it  relates  to  section 
265(2)  of  the  Code  only,  is  effective  for  (1)  term  loans  made  after 
July  18,  1984,  and  (2)  demand  loans  outstanding  after  July  18,  1984 
(other  than  any  loan  outstanding  on  July  18,  1984,  and  repaid 
before  September  18,  1984).  "Demand  loans"  mean  any  loan  which 
is  payable  in  full  at  any  time  on  the  demand  of  the  lender.  For  pur- 
poses of  this  effective  date  rule,  any  loan  renegotiated,  extended,  or 
revised  after  July  18,  1984,  is  treated  as  a  loan  made  after  such 
date. 

d.  Exempt-interest  dividends  from  regulated  investment  compa- 
nies (sec.  1804(c)  of  the  Act  and  sec.  852  of  the  Code) 

Prior  Law 

Prior  to  the  1984  Act,  a  taxpayer  could  convert  short-term  cap- 
ital gain  into  long-term  capital  gain  by  buying  stock  of  a  regulated 
investment  company  (or  real  estate  investment  trust)  immediately 
before  the  ex-dividend  date  of  a  long-term  capital  gain  distribution, 
receiving  that  distribution,  waiting  32  days,  and  then  selling  the 
stock.  That  Act  made  conversion  of  this  type  more  difficult.  Howev- 
er, a  problem  similar  to  the  long-term  capital  gain  distribution 
problem  that  existed  before  that  Act  remains  with  respect  to 
exempt-interest  dividends  received  from  a  regulated  investment 
company.  Under  prior  law,  a  taxpayer  could  buy  stock  of  a  regulat- 
ed investment  company  immediately  before  the  ex-dividend  date  of 
an  exempt-interest  dividend,  receive  that  dividend,  wait  32  days, 
and  then  sell  the  stock.  Any  loss  on  the  sale  generally  was  recog- 
nized. 

Explanation  of  Provision 

Under  the  Act,  if  a  taxpayer  holds  stock  of  a  regulated  invest- 
ment company  for  6  months  or  less,  any  loss  on  the  sale  or  ex- 
change of  that  stock  is  disallowed  to  the  extent  the  taxpayer  re- 
ceived exempt-interest  dividends  with  respect  to  that  stock.  Con- 
forming amendments  are  made,  and  an  exception  is  provided  for 
dispositions  pursuant  to  a  periodic  liquidation  plan. 

In  addition,  the  Secretary  is  given  authority  to  shorten  the  6 
months  requirement  to  a  period  of  not  less  than  the  greater  of  31 
days  or  the  period  between  regular  dividend  distributions  where 
the  RIC  regularly  distributes  at  least  90  percent  of  its  net  tax- 
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exempt  interest.  The  distribution  period  is  to  be  shortened  only 
where  the  purpose  of  the  holding  period  requirement  can  be  ade- 
quately fulfilled  without  requiring  that  the  stock  be  held  6  months. 
It  is  intended  that  a  RIC  which  regularly  distributes  between  90 
percent  and  110  percent  of  its  net  tax-exempt  income  earned  be- 
tween dividend  payment  dates  has  satisfied  the  purposes  of  the 
holding  period  requirement. 

The  provision  applies  to  stock  with  respect  to  which  the  taxpay- 
er's holding  period  begins  after  March  28,  1985. 

e.  Accumulated  earnings  tax  (sec.  1804(d)  of  the  Act  and  sec.  562 

of  the  Code) 

Prior  Law 

Prior  to  the  1984  Act,  individual  taxpayers  attempted  to  convert 
dividend  income  into  capital  gains  through  the  use  of  non-RIC  in- 
vestment companies  which  received  dividend  income  (which  was  el- 
igible for  a  dividends  received  deduction)  and  did  not  distribute 
that  income  to  their  individual  shareholders.  In  order  to  prevent 
this  result,  that  Act  clarified  that  these  corporations  were  subject 
to  the  accumulated  earnings  tax.  However,  it  may  still  have  been 
possible  to  avoid  dividend  treatment  through  the  use  of  stock  re- 
demptions, whereby  the  shareholder  receives  capital  gains  treat- 
ment and  the  investment  company  was  relieved  of  the  accumulated 
earnings  tax  (sec.  562(b)(1)). 

Explanation  of  Provision 

The  Act  provides  that,  except  to  the  extent  provided  by  the  Sec- 
retary of  the  Treasury,  no  dividends  paid  deduction  will  be  allowed, 
for  purposes  of  the  accumulated  earnings  tax,  in  the  case  of  any 
stock  redemption  by  a  mere  holding  or  investment  company  which 
is  not  a  regulated  investment  company.  The  provision  will  apply  to 
redemptions  after  September  27,  1985. 

f.  Definition  of  afHli^ted  group  (sec.  1804(e)  (1)  and  (10)  of  the 

Act  and  sec.  1504  of  the  Code) 

Prior  Law 

The  1984  Act  substantially  revised  the  definition  of  "affiliated 
group".  To  apply  the  new  rules,  a  determination  must  be  made  as 
to  the  ownership  of  "stock"  of  a  corporation.  Under  that  Act  and 
section  1504(a)(4),  "stock"  does  not  include  stock  which,  among 
other  things,  has  redemption  and  liquidation  rights  which  do  not 
exceed  the  paid-in  capital  or  par  value  represented  by  such  stock 
(except  for  a  reasonable  redemption  premium  in  excess  of  such 
paid-in  capital  or  par  values). 

Members  of  an  affiliated  group  of  corporations  may  file  (or  be  re- 
quired to  file)  consolidated  returns.  To  be  a  member  of  an  affiliated 
group  for  this  purpose,  a  corporation  has  to  be  an  "includible  cor- 
poration". Under  section  1504,  certain  corporations  do  not  qualify 
as  includible  corporations.  Thus,  for  example,  a  former  DISC  is  not 
an  includible  corporation.  Nor  is  a  subsidiary  of  a  former  DISC. 
Under  prior  law,  the  accumulated  DISC  income  of  a  former  DISC 
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was  included  in  the  gross  income  of  its  shareholders,  as  a  dividend, 
over  a  period  of  up  to  10  years.  If  the  former  DISC  and  its  parent 
could  file  a  consolidated  return,  the  former  DISC's  accumulated 
DISC  would  go  untaxed,  i.e.,  the  parent  would  eliminate  the  "divi- 
dend" under  Treas.  Regs.  sec.  1.1502-14. 

The  1984  Act  substantially  revised  the  rules  relating  to  DISCs 
and  former  DISCs.  Under  the  new  rules,  there  is  less  reason  to 
keep  a  former  DISC  and  its  parent  from  filing  consolidated  returns. 
Furthermore,  if  a  former  DISC  is  not  treated  as  an  includible  cor- 
poration, its  parent  may  be  able  to  selectively  deconsolidate  sub- 
sidiaries. The  provision  applies  to  taxable  years  beginning  after  De- 
cember 31,  1984. 

Explanation  of  Provision 

Section  1504(a)(4)  is  amended  to  exclude  stock  which  has  redemp- 
tion and  liquidation  rights  which  do  not  exceed  the  issue  price  of 
such  stock  (except  for  a  reasonable  redemption  or  liquidation  pre- 
mium). The  amendment  makes  irrelevant  the  accounting  treat- 
ment given  the  issuance  of  the  stock. 

Under  the  Act,  any  DISC  or  any  other  corporation  that  has  accu- 
mulated DISC  income  derived  after  1984  will  not  be  an  includible 
corporation.  It  is  intended  that  this  provision  will  not  affect  the 
status  of  certain  S  corporations  with  DISC  subsidiaries  who  were 
"grandfathered"  by  the  Subchapter  S  Revision  Act  of  1982.  It  is  in- 
tended that  the  December  31,  1984,  effective  date  of  the  provision 
be  applied  at  the  DISC  level,  so  that  former  DISC's  which  did  not 
have  any  accumulated  DISC  income  after  1984  can  consolidate  for 
its  first  taxable  year  beginning  after  1984. 

g.  Effective  date  of  affiliated  group  provision  (sec.  1804(e)  (2),  (3), 
(4),  and  (5)  of  the  Act  and  sec.  60  of  the  1984  Act) 

Prior  Law 

The  1984  Act  substantially  revised  the  definition  of  "affiliated 
group".  The  provision  was  generally  effective  for  taxable  years  be- 
ginning after  December  31,  1984.  However,  section  60(b)(2)  of  that 
Act  provided  a  grandfather  rule  with  respect  to  any  corporation 
which  on  June  22,  1984,  was  a  member  of  an  affiliated  group  filing 
a  consolidated  return  for  such  corporation's  taxable  year  which  in- 
cludes June  22,  1984 — for  purposes  of  determining  whether  such 
corporation  continues  to  be  a  member  of  such  group  for  taxable 
years  beginning  before  January  1,  1988,  the  provision  does  not 
apply.  Under  section  60(b)(3)  of  the  1984  Act,  the  grandfather  rule 
described  in  the  preceding  sentence  does  not  apply  once  a  "sell- 
down"  with  respect  to  the  corporation  involved  has  occurred. 

Explanation  of  Provision 

The  Act  makes  several  technical  changes  with  respect  to  the  ef- 
fective date  rules. 

First,  the  grandfather  rule  ceases  to  apply  as  of  the  first  day 
after  June  22,  1984,  on  which  the  corporation  involved  would  not 
qualify  as  a  member  of  the  group  under  prior  law.  Thus,  for  exam- 
ple, a  corporation  which  ceased  to  be  a  member  of  a  group  on  July 
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31,  1985,  under  prior  law  but  which  on  July  31,  1985  (and  thereaf- 
ter), qualifies  as  a  member  of  the  group  under  the  Act's  substantive 
rule  is  treated  as  continuing  to  be  a  member  of  the  group. 

Second,  the  Act  amends  section  60(b)(3)  of  the  Act  to  clarify  the 
"sell-down"  exception  to  the  grandfather  rule.  Thus,  the  exception 
does  not  apply,  and  the  grandfather  rule  continues  to  apply,  if  the 
percentage  interest  (by  fair  market  value)  in  the  stock  of  the  corpo- 
ration involved  held  by  other  members  of  the  group  (determined 
without  regard  to  section  60(b)(3)  of  the  Act)  does  not  decline  as  a 
result  of  the  sale,  exchange,  or  redemption  of  such  corporation's 
stock.  Also,  the  Act  provides  that  the  "sell  down"  exception  applies 
in  certain  cases  where  there  is  a  letter  of  intent  between  a  corpora- 
tion and  securities  underwriter  entered  into  on  or  before  June  22, 
1984. 

Third,  the  Act  allows  a  common  parent  corporation  to  elect  to 
have  this  provision  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1983. 

Fourth,  the  Act  provides  that,  during  the  applicable  transition 
period,  the  affiliation  requirements  of  the  consolidated  returns  pro- 
visions will  be  applied  to  Alaska  Native  Corporations  (and  their 
wholly  owned  subsidiaries),  and  to  another  specified  group  of  corpo- 
rations, solely  by  reference  to  the  express  language  in  those  provi- 
sions. Thus,  eligibility  for  affiliation  in  the  case  of  such  corpora- 
tions will  be  determined  solely  on  the  basis  of  ownership  of  stock 
satisfying  the  80-percent  voting  power  and  80-percent  nonvoting 
stock  tests,  without  regard  (for  example)  to  the  value  of  the  stock 
owned,  to  escrow  arrangements,  voting  trusts,  redemption  or  con- 
version rights,  stock  warrants  or  options,  convertible  debt,  liens,  or 
similar  arrangements,  or  to  the  motive  for  acquisition  of  the  stock 
or  affiliation. 

In  addition,  with  certain  specified  exceptions,  no  provision  of  the 
Internal  Revenue  Code  or  principle  of  law  will  apply  to  deny  the 
benefit  of  losses  or  credits  of  Native  Corporations  (or  their  wholly 
owned  subsidiaries)  to  the  affiliated  group  of  which  the  corporation 
is  a  member  or  of  the  specified  group  of  corporations,  during  the 
applicable  transition  period.  Thus,  in  general,  the  benefit  of  such 
losses  and  credits  may  not  be  denied  in  whole  or  in  part  by  applica- 
tion of  section  269,  section  482,  the  assignment  of  income  doctrine, 
or  any  other  provision  of  the  Internal  Revenue  Code  or  principle  of 
law. 

Finally,  the  Act  delays  the  effective  date  for  one  specified  corpo- 
ration until  the  earlier  of  January  1,  1994,  or  the  date  on  which 
the  voting  power  of  certain  preferred  stock  terminates,  and  ex- 
empts one  specified  corporation  from  the  new  rules. 

h.  Complete  liquidations  of  subsidiaries,  etc.  (sec.  1804(b)(3),  (e) 
(6),  (7),  (8),  and  (10)  of  the  Act  and  sees.  332,  337  and  338  of 
the  Code) 

Prior  Law 

Prior  to  the  1984  Act,  the  rules  applicable  in  determining  wheth- 
er a  corporation  qualified  as  a  corporation  which  could  be  liquidat- 
ed under  section  332  were  substantially  similar  to  the  general  rules 
applicable  in  determining  whether  that  corporation  was  a  member 
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of  an  affiliated  group  under  section  1504.  That  Act  substantially 
amended  the  general  rules  of  section  1504  but  not  those  of  section 
332.  As  a  result,  there  is  now  discontinuity  between  the  two  sec- 
tions. Thus,  a  corporation  might  be  liquidated  tax  free  under  sec- 
tion 332  even  though  it  and  its  "parent"  are  not  members  of  the 
same  affiliated  group  under  new  section  1504.  The  converse  is  also 
true.  This  discontinuity  may  produce  unacceptable  tax  conse- 
quences. 

For  example,  assume  that  beginning  on  January  1,  1985,  P  Cor- 
poration's ownership  of  S  Corporation  satisfies  new  section  1504 
but  not  present-law  section  332  and  that,  under  new  section  1504,  P 
and  S  file  consolidated  returns  for  the  1985  calendar  year.  Assume 
further  that  (1)  S  adopts  a  plan  of  complete  liquidation  in  1985, 
then  sells  all  its  assets,  and  then  liquidates  within  12  months  from 
the  date  the  plan  is  adopted,  and  (2)  P  does  not  liquidate.  Because 
S's  liquidation  does  not  qualify  under  section  332,  S  may  be  able  to 
avail  itself  of  section  337  (sec.  337(c)(2)).  That  result  is  appropriate 
so  long  as  P  is  taxed  on  S's  liquidation,  as  would  in  general  be  the 
result  given  the  inapplicability  of  section  332.  However,  since  P 
and  S  file  a  consolidated  return,  S's  liquidation  would  not  be  tax- 
able to  P  under  Treas.  Regs.  sec.  1.1502-14(b)  (assuming  S  distrib- 
utes no  cash  to  P  in  the  liquidation).  Therefore,  S  could  dispose  of 
all  its  assets  and  liquidate,  with  neither  P  nor  S  incurring  any  cur- 
rent tax  liability. 

As  a  further  example,  assume  that  (1)  J  Corporation's  ownership 
of  K  Corporation  stock  satisfies  present-law  section  332  but  not 
new  section  1504,  and  (2)  the  two  corporations  are  not  filing  a  con- 
solidated return  under  section  60(b)(2)  of  the  Act  for  their  1985  cal- 
endar year.  Assume  further  that  K  adopts  a  plan  of  complete  liqui- 
dation, on  January  1,  1985,  then  sells  all  its  assets,  and  then  liqui- 
dates within  12  months.  Under  section  332,  the  liquidation  would 
not  be  taxable  to  J.  Furthermore,  it  would  appear  that,  since  J  and 
K  are  not  in  a  new  section  1504(a)(2)  relationship,  K  may  be  able  to 
avail  itself  of  section  337  (sec.  337(c)(3)).  Again,  K  could  dispose  of 
its  assets  and  liquidate,  with  neither  J  nor  K  incurring  any  tax  li- 
ability. (On  the  other  hand,  if  J  and  K  were  filing  consolidated  re- 
turns under  section  60(b)(2)  of  the  Act,  K  could  not  avail  itself  of 
section  337  unless  J  timely  liquidated.  J  would  be  a  "distributee 
corporation"  under  section  337(c)(3)(B)  since  new  section  1504 
would  not  yet  apply.) 

Explanation  of  Provision 

The  Act  amends  section  332.  Section  332  will  not  apply  unless, 
among  other  things,  the  corporation  receiving  the  liquidating  dis- 
tribution was,  on  the  date  of  the  adoption  of  the  plan  of  liquidation 
and  continued  to  be  at  all  times  until  receipt  of  the  liquidating  dis- 
tributions, the  owner  of  stock  in  the  liquidating  corporation  meet- 
ing the  requirements  of  new  section  1504(a)(2),  In  applying  section 
1504(a)(2)  for  this  purpose,  the  objective  is  to  harmonize  section  332 
and  section  1504(a)(2).  Thus,  it  is  generally  intended  that  other 
parts  of  new  section  1504(a),  e.g.,  section  1504(a)(4),  are  applicable. 
However,  section  (a)(5)(E)  is  not  applicable.  It  is  not  concerned  with 
section  1504(a)(2)  but  rather  with  the  effect  of  transfers  within  a 
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group  of  a  member's  stock.)  The  new  rule  also  applies  even  if  one 
(or  both)  of  the  corporations  involved  is  not  an  includible  corpora- 
tion under  section  1504(b).  Under  this  rule,  S  in  the  first  example 
above  could  be  liquidated  under  section  332.  However,  S  could  avail 
itself  of  section  337  only  if  P  complied  with  section  337(c)(3)(A)(i).  In 
the  second  example  above,  J  would  be  taxed  because  section  332 
would  not  apply  and  because  J  and  K,  by  definition,  could  not  be 
filing  a  consolidated  return. 

Under  the  Act,  the  term  "distributee  corporation"  under  section 
337(c)(3)  is  also  amended.  The  amendment  defines  the  term  to 
mean  any  corporation  which  receives  a  distribution  in  a  complete 
liquidation  of  the  selling  corporation  to  which  section  332  applies. 
It  also  includes  each  other  corporation  "up  the  line"  which  receives 
a  distribution  in  complete  liquidation  of  another  distributee  corpo- 
ration to  which  section  332  applies.  Thus,  assume,  for  example, 
that  (1)  M  owns  100  percent  of  the  stock  of  N,  (2)  N  owns  100  per- 
cent of  the  stock  of  O,  and  (3)  the  3  corporations  are  filing  a  con- 
solidated return  under  new  section  1504  for  the  calendar  year  1985. 
If  M  transfers  30  percent  of  the  stock  of  N  to  O,  under  regulations, 
the  3  corporations  would  continue  to  be  eligible  (or  be  required)  to 
file  a  consolidated  return  (sec.  1504(a)(5)(E)).  If  N  adopted  a  plan  of 
complete  liquidation,  sold  all  its  assets,  and  then  liquidated  within 
12  months,  under  Treas.  Regs.  sec.  1.1502-34,  both  M  and  O  general- 
ly would  be  entitled  to  tax-free  treatment  under  section  332.  Under 
the  Act,  N  could  not  avail  itself  of  section  337  unless,  among  other 
things,  both  M  and  O  complied  with  section  337(c)(3)(A)(i). 

Also,  under  the  Act,  the  definition  of  "qualified  stock  purchase" 
in  section  338  is  conformed  to  the  definition  in  section  1504(a)(2). 
The  change  will  apply  where  the  12  month  acquisition  period 
begins  after  December  31,  1985. 

The  amendment  to  section  337(c)(3)(B)  applies  with  respect  to 
plans  of  complete  liquidation  pursuant  to  which  any  distribution  is 
made  in  a  taxable  year  beginning  after  December  31,  1984.  Thus,  in 
the  example  above  involving  J  and  K,  K  could  not  avail  itself  of 
section  337  unless  J  timely  liquidated  because  J  would  be  a  "dis- 
tributee corporation"  under  the  amendment. 

Except  as  indicated  below,  the  amendment  to  section  332  is  gen- 
erally applicable  with  respect  to  distributions  pursuant  to  plans  of 
liquidation  adopted  after  March  28,  1985.  Except  as  indicated 
below,  the  amendment  is  also  applicable  with  respect  to  distribu- 
tions pursuant  to  a  plan  of  complete  liquidation  adopted  on  or 
before  that  date,  but  only  if  (1)  any  distribution  is  made  in  a  tax- 
able year  beginning  after  December  31,  1984,  and  (2)  the  liquidat- 
ing corporation  and  any  corporation  which  receives  a  distribution 
in  complete  liquidation  of  such  corporation  are  members  of  an  af- 
filiated group  of  corporations  which  is  filing  a  consolidated  return 
for  the  taxable  year  which  includes  the  distribution.  However,  the 
amendment  to  section  332  does  not  apply  with  respect  to  distribu- 
tions pursuant  to  any  plan  of  complete  liquidation  if  the  liquidat- 
ing corporation  is  a  member  of  an  affiliated  group  of  corporations 
under  section  60(b)(2)  or  (5)  (relating  to  Native  Corporations  estab- 
lished under  the  Alaska  Native  Claims  Settlement  Act)  of  the  Act 
for  each  taxable  year  in  which  it  makes  a  distribution. 
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The  application  of  the  effective  date  rules  is  illustrated  by  the 
following  examples. 

Example  (1). — Assume  that  Q  Corporation's  ownership  of  the 
stock  of  R  Corporation  satisfies  section  332  of  Prior  Law  and  sec- 
tion 1504  of  prior  law  but  not  section  332  as  it  is  amended  by  the 
Act.  (Under  these  facts,  Q  and  R  could  not  be  filing  a  consolidated 
return  unless  grandfathered  under  the  Act's  amendment  of  section 
1504).  Assume  further  that  R  adopts  a  plan  of  complete  liquidation 
on  October  1,  1984,  then  sells  its  assets,  and,  then,  before  October  1, 
1985,  completely  liquidates.  Regardless  of  whether  Q  and  R  are 
filing  consolidated  returns  under  section  60(b)(2)  of  the  Act  for  the 
calendar  year  1985,  and  regardless  of  whether  the  liquidation  is 
completed  before  January  1,  1985,  the  amendment  to  section  332 
would  not  apply.  As  a  result,  R's  liquidation  could  qualify  under 
section  332.  (However,  R  could  avail  itself  of  section  337  only  if  Q 
timely  liquidated.) 

Example  (2). — Assume  that  S  Corporation's  ownership  of  the 
stock  of  T  Corporation  would  satisfy  new  section  332  but  not  sec- 
tion 332  of  Prior  Law  or  section  1504  of  prior  law.  Assume  further 
that  on  October  1,  1984,  T  adopts  a  plan  of  complete  liquidation 
and  then,  making  no  sales  or  exchanges  of  assets  in  the  interim, 
completes  its  liquidation  on  October  5,  1984.  The  amendment  to 
section  332  would  not  apply.  As  a  result,  section  332  could  not 
apply. 

Example  (3). — The  facts  are  the  same  as  in  Example  (2)  except 
that  (a)  T  adopts  its  plan  on  January  10,  1985,  and  completes  its 
liquidation  on  January  15,  1985,  and  (b)  S  and  T  file  a  consolidated 
return  for  the  calendar  year  1985  under  new  section  1504.  The 
amendment  to  section  332  would  be  applicable.  As  a  result,  section 
332  could  be  applicable. 

Example  (4). — The  facts  are  the  same  as  in  Example  (2)  except 
that  T  sells  assets  between  October  1,  1984,  and  October  5,  1984. 
New  section  332  would  not  be  applicable.  As  a  result,  section  332 
could  not  apply,  and  T  could  avail  itself  of  section  337. 

Example  (5). — The  facts  are  the  same  as  in  Example  (3)  except 
that  T  sells  assets  between  January  10,  1985,  and  January  15,  1985. 
The  amendment  to  section  332  would  apply.  As  a  result,  section  332 
could  apply.  If  it  did,  T  could  not  avail  itself  of  section  337  unless, 
among  other  things,  S  timely  liquidated.  (If  S  and  T  were  not  filing 
a  consolidated  return  under  new  section  1504  for  the  calendar  year 
1985,  the  amendment  to  section  332  would  not  apply.  As  a  result, 
T's  liquidation  would  not  be  a  section  332  liquidation,  and  T  could 
avail  itself  of  section  337.) 

Example  (6). — Assume  that  Corporation  U's  ownership  of  the 
stock  of  Corporation  V  satisfies  section  332  of  Prior  Law  but  not 
section  332  as  it  would  be  amended  and  that  U  and  V  are  filing  a 
consolidated  return  for  the  calendar  year  1985,  under  section 
60(b)(2)  of  the  Act.  On  December  10,  1985,  V  adopts  a  plan  of  com- 
plete liquidation,  then  sells  all  its  assets,  and  then  liquidates  on 
December  15,  1985.  The  amendment  to  section  332  would  not  apply. 
As  a  result,  section  332  could  apply.  If  it  did,  V  could  avail  itself  of 
section  337  only  if,  among  other  things,  U  timely  liquidated. 

Further,  the  Act  delays  the  effective  date  of  the  amendment 
made  to  section  311(d)  in  the  case  of  one  specified  parent-subsidiary 
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group.  The  Act  also  provides  that  a  specified  corporation  will  be 
treated  as  having  made  a  valid  section  338  election  with  respect  to 
a  certain  stock  acquisition. 

i.  Earnings  and  profits  (sec.  1804(f)  of  the  Act  and  sec.  312  of  the 
Code) 

Prior  Law 

The  1984  Act  substantially  revised  the  definition  of  corporation's 
"earnings  and  profits". 

One  change  was  to  increase  a  distributing  corporation's  earnings 
and  profits  by  the  amount  of  any  gain  which  would  be  recognized  if 
section  311(d)(2)  did  not  apply  to  an  ordinary,  non-liquidating  distri- 
bution by  the  corporation  of  appreciated  property.  However,  the 
1984  Act  added  no  separate  provision  for  reducing  earnings  and 
profits  for  all  or  any  portion  of  that  amount. 

The  1984  Act  also  amended  the  rules  regarding  the  effect  on 
earnings  and  profits  of  a  corporation's  redemption  of  its  own  stock 
(sec.  312(n)(7)  of  current  law).  However,  that  Act  did  not  contain  a 
specific  effective  date  for  that  amendment. 

In  addition,  the  1984  Act  provided  that  rules  relating  to  install- 
ment sales  would  apply  to  foreign  corporations  only  in  the  case  of 
taxable  years  beginning  after  December  31,  1985. 

Explanation  of  Provision 

The  Act  repeals  section  312(n)(4)  and  section  312(c)(3)  and  amends 
section  312(b).  Under  312(b),  as  amended,  the  distribution  by  a  cor- 
poration of  property  (other  than  an  obligation  of  the  corporation)  ^ 
with  respect  to  its  stock,  the  fair  market  value  of  which  exceeds  its 
adjusted  basis  (for  purposes  of  computing  earnings  and  profits)  in- 
creases the  earnings  and  profits  of  the  distributing  corporation  by 
the  amount  of  such  excess.  The  distribution  results  in  a  decrease  to 
earnings  and  profits  by  the  fair  market  value  of  the  property  under 
the  general  rules  of  section  312(a).  Thus,  assume  that  a  corporation 
has  no  accumulated  earnings  and  profits  and  no  other  current 
earnings  and  profits.  Assume  further  that  in  1985  it  distributes 
property  with  a  zero  basis  and  a  $1,000  value  to  an  individual 
shareholder  in  a  transaction  described  in  section  311(d)(2).  The  dis- 
tribution increases  the  distributing  corporation's  earnings  and  prof- 
its of  the  taxable  year  to  $1,000.  Thus,  the  distributing  corpora- 
tion's earnings  and  profits  for  the  taxable  year  (as  determined  at 
the  close  of  the  taxable  year  under  Treas.  Reg.  sec.  1.316-l(a)(l)) 
shall  account  for  all  gain  attributable  to  the  distribution  of  appreci- 
ated property.  This  change  is  not  intended  to  affect  the  determina- 
tion of  earnings  and  profits  with  respect  to  a  liquidation  distribu- 
tion for  purposes  of  section  333.* 

The  Act  provides  that  section  312(n)(7)  of  current  law  applies  to 
redemption  distributions  in  taxable  years  beginning  after  Septem- 
ber 30,  1984. 


'  A  t€chnical  correction  may  be  needed  so  that  the  statute  reflects  this  intent.  Such  a  correc- 
tion was  included  in  H. Con. Res.  395  as  passed  by^the  House  and  the  Senate  in  the  99th  Ck)n- 
gress. 

*  See  Revenue  Ruling  87-1, 1.R.B.  1987-1,  January  12,  1987. 
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The  effective  date  of  the  special  rule  for  installment  sales  by  for- 
eign corporations  is  changed  to  taxable  years  beginning  after  De- 
cember 31,  1987. 

j.  Treatment  of  transferor  corporation  (sec.  1804(g)  and  (h)(3)  of 
the  Act  and  sees.  361  and  368  of  the  Code) 

Prior  Law 

In  general,  gain  or  loss  is  not  recognized  by  a  transferor  corpora- 
tion on  the  transfer  of  property  pursuant  to  a  plan  of  reorganiza- 
tion. However,  gain  is  recognized  where  money  or  other  property 
received  is  not  distributed  by  the  transferor  pursuant  to  the  plan  of 
reorganization.  The  1984  Act  generally  required  that  all  property 
be  distributed  in  a  "C"  reorganization.  Nevertheless,  if  the  trans- 
feror corporation  uses  money  or  other  property  to  satisfy  its  liabil- 
ities, the  transferor  corporation  may  be  treated  as  realizing  gain  on 
the  transfer  to  the  acquiring  corporation.^ 

In  addition,  under  prior  law  it  is  not  entirely  clear  whether  or 
not  the  nonrecognition  provisions  applicable  to  corporate  liquida- 
tions apply  to  a  corporate  reorganization.® 

Explanation  of  Provision 

The  Act  amends  section  361  to  provide  that  the  transferor  corpo- 
ration does  not  recognize  gain  or  loss  on  the  transfer  to  the  acquir- 
ing corporation  pursuant  to  the  plan  of  reorganization,  without 
regard  to  whether  properties  received  are  distributed  pursuant  to 
the  plan  of  reorganization.'^ 

In  addition,  the  Act  clarifies  that  sections  336  and  337  (relating 
to  liquidations)  are  not  applicable  to  transfers  of  property  pursuant 
to  the  plan  of  reorganization.®  In  any  type  of  reorganization,  no 
gain  or  loss  is  recognized  by  the  acquired  corporation  on  a  disposi- 
tion of  stock  or  securities  (in  a  party  to  the  reorganization)  received 
from  the  acquiring  corporation,  provided  the  disposition  is  pursu- 
ant to  the  plan  of  reorganization.^  Gain  (but  not  loss)  is  recognized 
on  distributions  pursuant  to  the  plan  of  any  "boot"  including  pre- 
acquisition  assets  of  the  acquired  corporation.  However,  under  the 
provision,  boot  received  from  the  acquiring  corporation  will  gener- 
ally take  a  basis  equal  to  its  fair  market  value  at  the  time  of  trans- 
fer, ^o 


5  See  Minnesota  Tea  Company  v.  Helvering,  302  U.S.  609  (1938),  Rev.  Rul.  70-271,  1970-1  C.B. 
166. 

«  See  FEC  Liquidating  Corporation  v.  United  States,  548  F.2d  924  (Ct.  CI.  1977)  (the  applica- 
tion of  which  would  deny  nonrecognition  treatment  under  section  337  on  a  "deemed  sale"  of 
stock  to  a  creditor);  and.  General  Housewares  Corporation  v.  United  States,  615  F.2d  1056  (5th 
Cir.  1980)  (holding  that  section  337  applied  where  the  acquired  corporation  sold  part  of  the  stock 
received  as  considertion  for  its  assets  in  a  reorganization  and  used  the  sale  proceeds  to  pay 
debts). 

'  This  amendment  was  not  intended  to  change  the  application  of  section  357(b)  and  (c).  A  fur- 
ther technical  correction  may  be  needed  to  clarify  this  intent. 

*  Although  this  provision  was  drafted  with  the  prior  law  sections  336  and  337  in  mind,  it  is 
intended  to  be  equally  applicable  to  sections  336  and  337  as  amended  by  the  Act.  A  further  tech- 
nical correction  may  be  appropriate  to  clarify  this  intent. 

^  This  provision  is  not  intended,  however,  to  affect  the  recognition  of  discharge  of  indebted- 
ness income  by  the  acquired  corporation  on  a  transfer  to  a  creditor. 

^°  A  further  technical  correction  may  be  necessary  with  respect  to  the  treatment  of  certain 
obligations  and  rights  to  acquire  stock  of  the  acquiring  corporation. 
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For  purposes  of  this  provision,  a  transfer  to  creditors  of  the  ac- 
quired corporation  will  be  deemed  pursuant  to  the  plan  of  reorgani- 
zation if  the  acquired  corporation  distributes  all  its  assets  or  is 
merged  pursuant  to  the  plan  of  reorganization  (or,  in  the  case  of  a 
"C"  reorganization,  the  Secretary  has  waived  the  complete  distri- 
bution requirement),  and  the  transfer  to  creditors  is  pursuant  to 
such  distribution  or  merger.  No  inference  is  intended  as  to  whether 
transfers  of  stock  or  securities  to  creditors  in  such  circumstances 
may  be  regarded  as  pursuant  to  a  plan  or  reorganization  under 
prior  law. 

The  Act  also  clarifies  that  the  distribution  requirement  of  section 
368(a)(2)(G)  will  be  satisfied  where  distributions  are  made  to  credi- 
tors, as  well  as  shareholders,  of  the  transferor  corporation. 

These  provisions  will  apply  to  plans  of  reorganizations  adopted 
after  date  of  enactment  of  this  Act. 

The  Act  also  clarifies  that  a  reorganization,  involving  a  "drop- 
down" of  assets  to  a  subsidiary,  which  qualifies  as  a  "C"  reorgani- 
zation, without  regard  to  section  368(a)(2)(A)  (relating  to  reorganiza- 
tions described  in  both  paragraphs  (C)  and  (D)  of  section  368(a)(1)), 
will  continue  to  qualify  as  a  reorganization. 

k.  Collapsible  corporations  (sec.  1804(1)  of  the  Act  and  sec.  341  of 
the  Code) 

Prior  Law 

Under  prior  law,  subject  to  certain  exceptions,  gain  from  the  sale 
or  exchange  of  a  "collapsible"  corporation  which  has  been  held  for 
more  than  6  months  is  treated  as  ordinary  income. 

Explanation  of  Provision 

The  Act  applies  the  collapsible  corporation  provisions  whether  or 
not  the  stock  has  been  held  6  months.  The  provision  will  apply  to 
sales  and  exchanges  after  September  27,  1985. 

1.  Golden  parachutes  (sec.  1804(j)  of  the  Act  and  sec.  280G  of  the 
Code) 

Prior  Law 

Under  prior  and  present  law  (sec.  280G),  no  deduction  is  allowed 
for  "excess  parachute  payments"  and  a  nondeductible  20-percent 
excise  tax  is  imposed  on  the  recipient  of  any  excess  parachute  pay- 
ment (sec.  4999). 

Definition  of  parachute  payment 

Parachute  payment. — A  "parachute  payment"  is  any  payment  (1) 
in  the  nature  of  compensation  (including  payments  to  be  made 
under  a  covenant  not  to  compete  or  similar  arrangement);  (2)  to  (or 
for  the  benefit  of)  a  "disqualified  individual";  and  (3)  which  is  con- 
tingent on  a  change  in  the  ownership  or  effective  control  of  a  cor- 
poration, or  on  a  change  in  the  ownership  of  a  substantial  portion 
of  the  assets  of  a  corporation,  but  only  if  the  aggregate  present 
value  of  all  such  payments  made  or  to  be  made  to  the  disqualified 
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individual  equals  or  exceeds  3  times  the  disqualified  individual's 
"base  amount." 

The  disqualified  individual's  "base  amount"  is  the  average 
annual  income  in  the  nature  of  compensation  with  respect  to  the 
acquired  corporation  includible  in  the  disqualified  individual's 
gross  income  over  the  5  taxable  years  of  such  individual  preceding 
the  individual's  taxable  year  in  which  the  change  in  ownership  or 
control  occurs. 

A  payment  generally  is  not  treated  as  a  parachute  payment  to 
the  extent  the  disqualified  individual  transfers  cash  or  property  in 
consideration  for  the  payment.  For  example,  if  the  original  receipt 
or  vesting  of  a  stock  option  is  treated  as  a  payment  in  the  nature  of 
compensation,  the  exercise  of  the  option  is  not  treated  as  a  para- 
chute payment  because  the  holder  of  the  option  transfers,  in  con- 
sideration for  the  stock,  cash  (the  exercise  price)  and  property  (the 
option)  having  a  total  fair  market  value  equal  to  the  stock.  Con- 
gress expects  that,  except  as  otherwise  provided  in  regulations,  the 
vesting  of  an  option  with  an  ascertainable  fair  market  value 
(whether  or  not  readily  ascertainable  as  defined  in  Reg.  section 
1.83-7(b))  will  be  treated  as  the  payment  in  the  nature  of  compen- 
sation. 

Similarly,  if  an  employee  receives  the  payment  of  his  or  her 
vested  account  balance  in  an  individual  account  plan,  whether  or 
not  qualified  under  the  Code  (sec.  401(a)),  and  actual  interest  or 
other  earnings  on  plan  assets  are  credited  to  each  account  as 
earned  and  prior  to  distribution,  early  payment  normally  would 
not  increase  the  present  value  of  this  amount  and  this  payment 
would  not  be  a  parachute  payment.  On  the  other  hand,  if  a  vested 
employee  receives  a  pension  benefit  on  change  in  control  and  the 
amount  of  the  benefit  is  not  actuarially  reduced  to  reflect  payment 
before  the  employee  otherwise  would  have  received  payment 
absent  the  change  of  control,  the  employer  is  subsidizing  the  value 
of  the  early  payment  and  the  pension  benefit  would  be  a  parachute 
payment.  The  amount  of  the  benefit  that  is  a  parachute  payment  is 
the  excess  of  the  present  value  of  the  subsidized  early  payment 
over  the  present  value  of  the  benefit  if  it  were  payable  at  the  date 
that  the  employee  otherwise  would  retire  under  the  plan. 

Disqualified  individual. — A  "disqualified  individual"  means  any 
individual  who  is  an  employee,  independent  contractor,  or  other 
person  specified  in  regulations  who  performs  personal  services  for 
the  corporation  and  who  is  an  officer,  shareholder,  or  highly  com- 
pensated individual  of  such  corporation.  Sec.  280G  does  not  define 
the  term  "highly  compensated  individual."  Personal  service  corpo- 
rations and  similar  entities  generally  are  treated  as  individuals  for 
this  purpose. 

Change  in  ownership  or  control. — To  be  a  parachute  payment,  a 
payment  must  be  contingent  on  a  change  in  ownership  or  control. 
Whether  a  particular  transaction  involves  a  change  in  the  owner- 
ship or  effective  control  of  a  corporation  or  in  the  ownership  of  a 
substantial  portion  of  its  assets  is  to  be  determined  under  all  the 
facts  and  circumstances,  giving  due  regard  to  the  purposes  of  the 
provisions.  Generally,  the  fact  that  individuals  in  effective  control 
of  a  corporation  increase  their  ownership  interest  does  not  neces- 
sarily constitute  a  change  in  the  effective  control  or  ownership  of 
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the  corporation  or  a  change  in  the  ownership  of  a  substantial  por- 
tion of  the  assets  of  the  corporation. 

In  general,  a  payment  is  to  be  treated  as  contingent  on  a  change 
in  ownership  or  control  if  such  payment  would  not,  in  fact,  have 
been  made  had  no  change  in  ownership  or  control  occurred.  A  pay- 
ment generally  is  to  be  treated  as  one  which  would  not,  in  fact, 
have  been  made  unless  it  is  substantially  certain,  at  the  time  of  the 
change,  that  the  payment  would  have  been  made  whether  or  not 
the  change  occurred. 

A  payment  may  also  be  contingent  on  a  change  in  ownership  or 
control  if  the  change  determines  the  time  such  payment  is  in  fact 
to  be  made.  Prior  and  present  law  does  not  require  that  a  payment 
that  is  merely  accelerated  by  a  change  in  ownership  or  control  to 
be  treated  as  contingent  on  the  change  if  the  acceleration  does  not 
increase  the  present  value  of  the  payment.  For  example,  the  exer- 
cise of  a  currently  vested  and  exercisable  stock  appreciation  right 
(SAR)  or  a  stock  option,  the  original  receipt  or  vesting  of  which  was 
not  treated  as  a  payment  in  the  nature  of  compensation,  is  not 
treated  as  a  parachute  payment  merely  because  a  change  in  con- 
trol determines  the  time  at  which  the  SAR  or  stock  option  is  exer- 
cised because  the  change  in  control  does  not  affect,  in  any  way,  the 
present  value  of  the  SAR  or  stock  option. 

Excess  parachute  payments. — "Excess  parachute  payments"  are 
any  parachute  payments  in  excess  of  the  base  amount  that  are  not 
reasonable  compensation  for  personal  services  actually  rendered 
(or  to  be  rendered)  by  the  disqualified  individual.  Under  prior  law, 
the  taxpayer  had  the  burden  of  establishing,  by  clear  and  convinc- 
ing evidence,  that  a  parachute  payment  was  reasonable  compensa- 
tion for  personal  services  actually  rendered  (or  to  be  rendered). 

Reasonable  compensation 

Payments  of  compensation  previously  earned  are  generally  to  be 
treated  as  reasonable  compensation  under  prior  and  present  law, 
assuming  they  qualify  as  reasonable  compensation  under  section 
162.  For  example,  if  pension  benefits  are  earned  at  a  rate  of  2  per- 
cent a  year  times  years  of  service  times  final  average  compensa- 
tion, benefits  earned  for  service  before  a  change  in  control  are 
amounts  previously  earned.  Therefore,  these  benefits  are  treated  as 
reasonable  compensation  under  this  provision  (after  discounting  for 
the  probability  that,  absent  the  change,  they  would  otherwise  have 
been  forfeited)  if  they  so  qualify  under  section  162  even  if  the  bene- 
fits vest  on  a  change  in  control.  Of  course,  because  these  payments 
would  not  have  otherwise  been  made  without  the  change  in  con- 
trol, they  would  be  parachute  payments.  Solely  for  purposes  of  the 
parachute  provisions,  severance  payments  would  not  be  treated  as 
reasonable  compensation  because  such  payments  are  not  made  as 
payments  for  services  rendered  or  to  be  rendered. 

To  the  extent  a  taxpayer  establishes  that  the  payment  involved 
is  reasonable  compensation  for  personal  services,  the  payment  in- 
volved is  first  applied  against  the  base  amount. 

Violation  of  securities  laws  or  regulations 

Under  prior  law,  the  term  parachute  payment  also  included  any 
payment  under  a  contract  that  (1)  provided  for  payments  of  a  type 
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which  the  Congress  intended  to  discourage  by  enacting  the  new 
rules,  and  (2)  violated  any  applicable  Federal  or  State  securities 
laws  or  regulations.  However,  the  rules  relating  to  reasonable  com- 
pensation did  not  apply  for  purposes  of  determining  how  much  of 
any  such  parachute  payment  was  excessive  and,  therefore,  the 
entire  amount  of  such  parachute  payment  in  excess  of  the  base 
amount  was  an  excess  parachute  payment. 

Under  prior  and  present  law,  the  treatment  of  a  securities  law 
violation  as  a  parachute  payment  does  not  apply  if  the  violation  is 
merely  technical  in  character  or  is  not  materially  prejudicial  to 
shareholders  or  potential  shareholders. 

Application 

In  determining  whether  payments  contingent  on  a  change  in 
ownership  or  control  equal  or  exceed  3  times  the  base  amount,  the 
value  of  amounts  to  be  paid  in  the  future  is  determined  on  a 
present  value  basis  in  accordance  with  the  principles  of  section 
1274(b)(2).  Under  that  section,  a  discount  rate  equal  to  120  percent 
of  the  applicable  Federal  rate,  compounded  semiannually,  is  used. 

The  provisions  apply  to  that  part  of  each  parachute  payment 
which  is  in  excess  of  the  portion  of  the  base  amount  allocated  to 
such  payment.  Under  prior  and  present  law,  the  portion  of  the  base 
amount  allocated  to  any  payment  is  that  portion  of  the  base 
amount  determined  by  multiplying  the  base  amount  by  a  fraction, 
the  numerator  of  which  is  the  present  value  of  such  payment,  and 
the  denominator  of  which  is  the  aggregate  present  value  of  all  such 
payments. 

Effective  dates 

The  provisions  of  the  1984  Act  were  effective  for  payments  made 
under  contracts  entered  into  or  renewed  after  June  14,  1984.  The 
provisions  were  also  effective  for  all  payments  made  under  a  con- 
tract entered  into  before  June  15,  1984,  if,  after  June  14,  1984,  the 
contract  was  amended  or  supplemented  in  significant  relevant  re- 
spect. A  contract  generally  was  to  be  treated  as  amended  or  supple- 
mented if  it  was  amended  or  supplemented  to  add  or  modify,  to  the 
disqualified  individual's  benefit,  a  change  in  ownership  or  control 
trigger,  to  increase  amounts  payable  (or,  if  payment  is  to  be  made 
under  a  formula,  to  modify,  to  the  disqualified  individual's  advan- 
tage, the  formula)  in  the  event  of  such  a  trigger,  or  to  accelerate 
the  payment  of  amounts  otherwise  payable  at  a  later  date  in  the 
event  of  such  a  trigger. 

Explanation  of  Provisions 
Exemption  for  certain  corporations 

In  general. — Under  the  Act,  the  term  parachute  payment  does 
not  include  any  payment  made  to  (or  for  the  benefit  of)  a  disquali- 
fied individual  (1)  with  respect  to  a  corporation  that  was,  immedi- 
ately before  the  change  in  control,  a  small  business  corporation  or 
(2)  with  respect  to  a  corporation  no  stock  of  which  was,  immediate- 
ly before  the  change  in  control,  readily  tradable  on  an  established 
securities  market,  or  otherwise,  provided  shareholder  approval  was 
obtained  with  respect  to  the  payment  to  a  disqualified  individual. 
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Small  business  corporation. — A  corporation  qualifies  as  a  small 
business  corporation  if  the  corporation  does  not  (1)  have  more  than 
35  shareholders,  (2)  have  a  shareholder  who  is  not  an  individual 
(other  than  an  estate  or  a  qualifying  trust),  (3)  have  a  nonresident 
alien  as  a  shareholder,  and  (4)  have  more  than  one  class  of  stock. 

Corporation  with  no  readily  tradable  securities. — The  Secretary 
of  the  Treasury  may,  by  regulations,  provide  that  a  corporation 
fails  to  meet  the  requirement  that  it  have  no  stock  that  is  readily 
tradable  if  a  substantial  portion  of  the  assets  of  any  entity  consists 
(either  directly  or  indirectly)  of  stock  in  the  corporation  and  inter- 
ests in  the  entity  are  readily  tradable  on  an  established  securities 
market,  or  otherwise.  For  example,  if  a  publicly  traded  corporation 
sells  the  stock  of  a  70  percent  subsidiary  and  the  assets  of  the  sub- 
sidiary constitute  a  substantial  portion  of  the  assets  of  the  parent, 
Congress  intended  that  the  exemption  for  a  corporation  with  no 
readily  tradable  securities  will  not  be  available  with  respect  to  pay- 
ments to  disqualified  individuals  on  account  of  the  change  in  own- 
ership or  control  of  the  subsidiary. 

Congress  was  also  concerned  that,  absent  specific  rules,  a  taxpay- 
er might  utilize  the  exemption  for  shareholder  approval  to  avoid 
the  golden  parachute  provisions  by  creating  tiers  of  entities.  Such 
avoidance  is  possible  if  the  gross  value  of  the  entity-shareholder's 
interest  in  the  corporation  constitutes  a  substantial  portion  of  such 
entity's  assets.  Congress  contemplated  that,  in  such  cases,  the  Sec- 
retary will  adopt  regulations  requiring  approval  of  the  owners  of 
the  entity  rather  than  the  approval  of  the  entity  itself.  Of  course, 
such  shareholder  approval  may  be  obtained  only  if  the  entity 
shareholder  also  has  no  stock  that  is  readily  tradable.  On  the  other 
hand,  if  the  entity's  interest  in  the  corporation  constitutes  less 
than  a  substantial  portion  of  its  assets,  approval  of  the  compensa- 
tion arrangement  by  the  authorized  officer  of  the  entity  is  suffi- 
cient because  the  golden  parachute  provisions  do  not  apply  to  the 
sale  of  less  than  a  substantial  portion  of  the  assets  of  a  corporation 
(in  this  case,  the  entity). 

Several  issues  arise  in  the  application  of  the  shareholder  approv- 
al requirements  for  a  corporation  the  stock  of  which  is  not  publicly 
traded.  It  is  expected  that  regulations  will  address  these  issues, 
particularly  the  application  of  the  shareholder  approval  require- 
ments in  the  case  of  shareholders  that  are  not  individuals  (i.e.,  the 
shareholders  are  partnerships,  corporations,  or  other  nonindividual 
entities),  and  to  what  extent  nonvoting  interests  in  the  entity 
shareholder  have  the  right  to  affect  the  approval  of  that  sharehold- 
er. In  general,  it  is  anticipated  that  the  normal  voting  rights  of  the 
entity  shareholder  will  determine  whether  or  not  the  shareholder 
approves  the  parachute  payments.  For  example,  limited  partners 
with  no  right  to  vote  on  partnership  issues  generally  would  not  be 
entitled  to  vote  with  respect  to  the  partnership  shareholder's  ap- 
proval of  a  parachute  payment. 

Treasury  regulations  are  also  expected  to  address  the  application 
of  the  shareholder  approval  requirements  to  entity  shareholders 
that  hold  de  minimis  amounts  of  stock  in  the  corporation.  ^  ^ 


'  •  A  technical  correction  may  be  necessary  so  that  the  statute  reflects  this  intent. 
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The  shareholder  approval  requirements  are  met  with  respect  to 
any  payment  if  (1)  the  payment  is  approved  by  a  separate  vote  of 
the  shareholders  who,  immediately  before  the  change  in  ownership 
or  control,  hold  more  than  75  percent  of  the  voting  power  of  all 
outstanding  stock  of  the  corporation  and  (2)  adequate  disclosure 
was  made  to  all  shareholders  of  the  material  facts  concerning  pay- 
ments that,  absent  this  exemption,  would  be  parachute  payments. 

Congress  intended  that  adequate  disclosure  to  shareholders  will 
include  full  and  truthful  disclosure  of  the  material  facts  and  such 
additional  information  as  may  be  necessary  to  make  the  disclosure 
not  materially  misleading  at  the  time  the  disclosure  was  made. 
Further,  Congress  intended  that  an  omitted  fact  will  be  considered 
material  if  there  is  a  substantial  likelihood  that  a  reasonable 
shareholder  would  consider  it  important. 

A  disqualified  individual  who  is  to  receive  payments  that  would 
be  parachute  payments  (absent  shareholder  approval)  and  who  is  a 
shareholder  is  removed  from  the  shareholder  base  against  which 
the  shareholder  approval  test  is  applied.  A  shareholder  who  is  re- 
lated (under  the  principles  of  sec.  318)  to  the  disqualified  individual 
described  in  the  preceding  sentence  is  also  removed  from  the  share- 
holder base.  If  all  shareholders  are  disqualified  individuals  or  relat- 
ed to  disqualified  individuals,  then  disqualified  individuals  are  not 
removed  from  the  shareholder  base. 

Reasonable  compensation 

In  the  case  of  any  payment  made  on  account  of  a  change  in  own- 
ership or  control,  the  amount  treated  as  a  parachute  payment  will 
not  include  the  portion  of  such  payment  that  the  taxpayer  estab- 
lishes by  clear  and  convincing  evidence  is  reasonable  compensation 
for  personal  services  to  be  rendered  on  or  after  the  date  of  the 
change  in  ownership  or  control.  Moreover,  such  payments  are  not 
taken  into  account  in  determining  whether  the  threshold  (i.e.,  3 
times  the  base  amount)  contained  in  the  definition  of  parachute 
payments  is  exceeded. 

Congress  intended  that  reasonable  compensation  for  services  to 
be  rendered  may  include,  under  certain  circumstances,  payments 
to  an  individual  as  damages  for  a  breach  of  contract.  For  example, 
if  an  employer  fires  an  employee  before  the  end  of  a  contract  term, 
the  amount  the  employee  collects  as  damages  for  salary  and  other 
compensation  may  be  treated  as  reasonable  compensation  for  serv- 
ices to  be  rendered  if  (1)  the  damages  do  not  exceed  the  compensa- 
tion the  individual  would  have  received  if  the  individual  continued 
to  perform  services  for  the  employer;  (2)  the  individual  demon- 
strates, by  clear  and  convincing  evidence,  that  the  payments  were 
received  because  an  offer  to  work  was  made  and  rejected;  and  (3) 
any  damages  were  reduced  by  mitigation.  On  the  other  hand,  if 
damages  are  collected  for  a  failure  to  make  severance  payments, 
damages  collected  would  not  be  for  personal  services  to  be  rendered 
because  the  individual  does  not  have  to  demonstrate  a  willingness 
to  work  and  reduce  damages  by  mitigation. 

Congress  intended  that  evidence  that  amounts  paid  to  a  disquali- 
fied individual  for  services  to  be  rendered  that  are  not  significantly 
greater  than  amounts  of  compensation  (other  than  compensation 
contingent  on  a  change  in  ownership  or  control  or  termination  of 
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employment)  paid  to  the  disqualified  individual  in  prior  years  or 
customarily  paid  to  similarly  situated  employees  by  the  employer 
or  by  comparable  employers  will  normally  serve  as  clear  and  con- 
vincing evidence  of  reasonable  compensation  for  such  services. 

The  amount  treated  as  an  excess  parachute  payment  is  reduced 
by  the  portion  of  the  payment  that  the  taxpayer  establishes  by 
clear  and  convincing  evidence  is  reasonable  compensation  for  per- 
sonal services  actually  rendered  before  the  change  in  control.  For 
purposes  of  this  provision,  reasonable  compensation  for  services 
performed  before  the  date  of  change  is  first  offset  against  the  base 
amount. 

Exemption  for  payments  under  qualified  plans 

Under  the  Act,  the  term  parachute  payment  does  not  include 
any  payment  from  or  under  a  qualified  pension,  profit-sharing,  or 
stock  bonus  plan  (sec.  401(a)),  a  qualified  annuity  plan  (sec.  403(a)), 
or  a  simplified  employee  pension  (sec.  408(k)).  Moreover,  such  pay- 
ments from  or  under  a  qualified  plan  are  not  taken  into  account  in 
determining  whether  the  threshold  for  excess  parachute  payments 
is  exceeded. 

Treatment  of  affiliated  groups 

The  Act  provides  that,  except  as  otherwise  provided  in  regula- 
tions, all  members  of  an  affiliated  group  of  corporations  (sec.  1504) 
shall  be  treated  as  a  single  corporation  for  purposes  of  the  golden 
parachute  provisions.  Any  person  who  is  an  officer  or  highly  com- 
pensated individual  with  respect  to  any  member  of  the  affiliated 
group  is  treated  as  an  officer  or  highly  compensated  individual  of 
such  single  corporation.  Notwithstanding  the  general  definition  of 
an  affiliated  group  of  corporations,  for  purposes  of  this  provision, 
an  affiliated  group  of  corporations  also  includes  the  following: 

(1)  Tax-exempt  corporations; 

(2)  Insurance  companies; 

(3)  Foreign  corporations  (unless  the  disqualified  individual  is  em- 
ployed by  a  foreign  corporation  that  is  acquired  by  another  foreign 
corporation,  neither  of  which  is  subject  to  tax  in  the  U.S.); 

(4)  Corporations  with  respect  to  which  a  possession  tax  credit 
election  (sec.  936)  is  in  effect  for  the  taxable  year); 

(5)  Regulated  investment  companies  and  real  estate  investment 
trusts;  and 

(6)  A  DISC  or  former  DISC. 

The  adoption  of  the  affiliated  group  rules  was  not  intended  to 
create  an  inference  with  respect  to  the  definition  of  a  change  in 
control. 

Definition  of  highly  compensated  individual 

Under  the  Act,  the  term  highly  compensated  individual  is  de- 
fined to  include  only  an  employee  (or  a  former  employee)  who  is 
among  the  highest-paid  one  percent  of  individuals  performing  serv- 
ices for  the  corporation  or  for  any  corporation  that  is  a  member  of 
an  affiliated  group  or  the  250  highest  paid  individuals  who  perform 
services  for  a  corporation  or  for  the  affiliated  group. 
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Excluded  amounts 

Under  the  Act,  amounts  that  are  not  treated  as  parachute  pay- 
ments are  not  taken  into  account  in  determining  whether  the 
threshold  contained  in  the  definition  of  parachute  payments  is  ex- 
ceeded. This  provision  appUes  to  (1)  payments  made  with  respect  to 
a  small  business  corporation  or  a  corporation  that  satisfies  the 
shareholder  approval  requirements;  (2)  payments  that  are  reasona- 
ble compensation  for  personal  services  to  be  rendered  on  or  after 
the  date  of  the  change  of  control;  and  (3)  payments  from  or  under  a 
qualified  plan. 

Securities  laws  violation 

The  Act  limits  the  treatment  of  payments  made  pursuant  to  an 
agreement  that  violates  securities  laws  as  parachute  payments 
only  to  violations  of  generally  enforced  securities  laws  or  regula- 
tions. Further,  the  Internal  Revenue  Service  is  to  bear  the  burden 
of  proof  with  respect  to  the  occurrence  of  a  securities  law  violation. 

Effective  date 

The  provisions  are  effective  as  if  enacted  in  DEFRA.  For  exam- 
ple, amounts  paid  before  the  date  of  enactment  under  an  agree- 
ment otherwise  subject  to  the  golden  parachute  provisions  may  be 
exempt  from  such  provisions  under  the  small  business  corporation 
exception,  the  shareholder  approval  exception,  the  exception  for 
payments  from  or  under  a  qualified  plan,  or  exceptions  for  pay- 
ments of  reasonable  compensation  for  services  to  be  rendered.  In 
addition,  shareholder  approval  could  be  obtained  after  the  date  of 
enactment  with  respect  to  prior  transactions. 

Further,  Congress  intended  that  a  contract  is  not  treated  as 
amended  in  a  significant,  relevant  respect  under  certain  circum- 
stances. For  example,  if  a  nonqualified  stock  bonus  plan  is  amend- 
ed to  prevent  the  forfeiture  of  previously  granted  but  unvested 
shares  in  the  event  of  the  termination  of  the  plan  following  a 
merger,  consolidation,  or  sale,  such  an  amendment  is  not  treated  as 
amending  the  plan  in  a  significant,  relevant  respect.  This  rule  ap- 
plies provided  that  participants  in  the  plan  are  entitled  to  no 
grandfathered  parachute  benefits  that  have  the  effect  of  cornpen- 
sating  them  for  the  possible  forfeiture  of  shares  in  the  event  of  a 
merger,  consolidation,  or  sale  of  the  corporation.  Under  the  plan,  if 
the  company  terminates  the  plan,  the  vesting  of  previously  granted 
shares  would  continue  as  if  the  plan  had  not  been  terminated.  If 
the  company  is  sold,  however,  the  plan  could  be  terminated  with- 
out allowing  previously  granted  shares  to  continue  to  vest.  Under 
this  situation,  participants  are  not  entitled  to  benefits  that  are  con- 
tingent on  a  change  in  ownership  or  control.  Instead,  the  plan 
amendment  merely  prevents  the  possible  forfeiture  of  benefits  that 
could  occur  only  in  the  event  of  the  merger,  consolidation,  or  sale 
of  the  corporation.  On  the  other  hand,  whether  an  award  made 
after  June  14,  1984,  under  the  plan  constitutes  a  parachute  pay- 
ment will  depend  on  the  facts  and  circumstances  at  the  time  the 
award  is  made. 
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m.  Corporate  tax  preferences  (sec.  1804(k)  of  the  Act  and  sec.  291 
of  the  Code) 

Prior  Law 

The  1984  Act  generally  increased  the  corporate  tax  preference 
cutback  (sec.  291)  from  15  to  20  percent. 

Explanation  of  Provision 

The  Act  makes  several  clerical  amendments,  including  a  clarifi- 
cation that  the  prior  law  DISC  provision  did  not  apply  to  subchap- 
ter S  corporations. 

5.  Partnership  Provisions 

a.  Retroactive  allocations  (sec.  1805(a)  of  the  Act  and  sec.  706(d) 

of  the  Code) 

Prior  Law 

The  1984  Act  provides  that  specified  cash  basis  items  are  allocat- 
ed to  the  persons  who  were  partners  during  the  period  to  which  the 
items  were  economically  attributable.  Items  (or  portions  of  items) 
which  are  attributable  to  periods  before  the  beginning  of  the  tax- 
able year  are  assigned  to  the  first  day  of  the  taxable  year.  The 
items  are  allocated  to  the  persons  who  were  partners  during  the 
period  to  which  each  item  is  attributable,  in  accordance  with  their 
varying  interests  in  the  partnership  during  that  period.  If  the  per- 
sons to  whom  all  or  part  of  such  item  is  allocable  are  not  partners 
in  the  partnership  on  the  first  day  of  the  partnership  taxable  year 
in  which  the  item  is  properly  taken  into  account,  their  portion  of 
such  item  must  be  capitalized  by  the  partnership  and  allocated  to 
the  basis  of  partnership  assets. 

Explanation  of  Provision 

The  Act  clarifies  that  the  rule  described  in  prior  law  applies  to 
all  cases  in  which  the  rule  is  necessary  to  allocate  cash  basis  items 
to  the  period  to  which  the  items  are  attributable,  even  though  no 
change  in  partnership  interests  occurs  during  the  current  taxable 
year. 

b.  Disguised  sale  transactions  (sec.  1805(b)  of  the  Act  and  sec. 

707(a)(2)(B)  of  the  Code) 

Prior  Law 

The  1984  Act  provides  that,  under  Treasury  regulations,  if  (1)  a 
partner  transfers  money  or  other  property  (directly  or  indirectly)  to 
a  partnership,  (2)  there  is  a  related  direct  or  indirect  transfer  of 
money  or  other  property  by  the  partnership  to  that  partner  (or  an- 
other partner),  and  (3)  when  viewed  together,  the  transfers  de- 
scribed above  are  properly  characterized  as  a  sale  of  property,  the 
transaction  is  to  be  treated  (as  appropriate)  as  a  transaction  be- 
tween the  partnership  and  a  non-partner  or  as  a  transaction  be- 
tween two  or  more  partners  acting  in  non-partnership  capacities. 
This  "disguised  sale"  rule  is  intended  to  prevent  the  parties  from 
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characterizing  a  sale  or  exchange  of  property  as  a  contribution  to 
the  partnership  followed  by  a  distribution  from  the  partnership, 
and  thereby  to  defer  or  avoid  tax  on  the  transaction. 

Explanation  of  Provision 

The  Act  specifies  that  "disguised  sale"  treatment  is  to  apply  to 
cases  in  which  the  transfers  to  and  from  the  partnership  (as  de- 
scribed above),  when  viewed  together,  are  properly  characterized  as 
an  exchange  of  property,  as  well  as  to  cases  in  which  such  transfers 
are  properly  characterized  as  a  sale. 

c.    Transfers     of    partnership     interests    by    corporation     (sec. 
1805(c)(1)  of  the  Act  and  sec.  386  of  the  Code) 

Prior  Law 

The  1984  Act  provided  that  for  purposes  of  determining  the 
amount  (and  character)  of  gain  recognized  by  a  corporation  on  any 
distribution  or  liquidating  sale  or  exchange  of  a  partnership  inter- 
est, the  distribution  (or  sale  or  exchange)  is  treated  as  a  distribu- 
tion (or  sale  or  exchange)  of  the  corporation's  proportionate  share 
of  the  recognition  property  of  the  partnership. 

Explanation  of  Provision 

The  Act  amends  section  386  to  specifically  limit  the  amount  of 
gain  recognized  by  a  corporation  upon  a  distribution  of  a  partner- 
ship interest  in  a  nonliquidating  distribution  to  which  section  311 
applies.  The  maximum  amount  of  gain  recognized  by  a  corporation 
upon  distribution  to  which  section  311  applies  of  any  partnership 
interest  is  the  gain  that  would  have  been  recognized  upon  the  sale 
of  the  distributed  interest  at  its  fair  market  value.  Thus,  for  exam- 
ple, a  corporation  that  acquired  its  interest  by  making  a  cash  con- 
tribution to  an  existing  partnership  would  recognize  no  gain  if  it 
immediately  distributed  the  interest  to  its  shareholders,  regardless 
of  the  basis  of  the  partnership  property  attributable  to  its  interest. 

The  amendment  to  section  386  does  not  affect  the  recognition  of 
recapture  income  by  a  distributing  corporation.  Under  section 
751(a),  a  partner  is  required  to  treat  the  sale  of  a  partnership  inter- 
est as  a  sale  or  exchange  of  property  other  than  a  capital  asset  to 
the  extent  of  the  unrealized  receivables  (including  recapture  prop- 
erty) and  inventory  of  the  partnership  attributable  to  the  trans- 
ferred interest.  Thus,  a  corporation  making  a  distribution  of  a  part- 
nership interest  will  recognize  depreciation  recapture  with  respect 
to  the  partnership  recapture  property  attributable  to  the  distribut- 
ed interest. 

The  Secretary  is  given  authority  to  promulgate  regulations  to 
prevent  the  use  of  this  provision  to  avoid  the  nonrecognition  of  loss 
rule  of  section  311(a).  In  particular,  the  Congress  was  concerned 
that  prior  to  a  distribution  of  partnership  interests  a  corporation 
might  contribute  to  a  partnership  property  the  adjusted  basis  of 
which  exceeds  its  fair  market  value,  thereby  reducing  the  gain  in- 
herent in  the  distributed  partnership  interests.  Such  "netting"  of 
gain  and  loss  property  is  not  permitted  by  section  311  if  loss  prop- 
erty is  distributed  by  a  corporation.  The  Secretary  should  limit  the 
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application  of  this  provision  where  a  distribution  is  preceded  by  the 
contribution  of  loss  property  to  the  partnership  if  the  principal 
purpose  of  the  contribution  is  to  avoid  the  nonrecognition  of  loss 
rule. 

d.  Distributions  treated  as  exchanges  for  purpose  of  partnership 

provisions  (sec.  1805(c)(2)  of  the  Act  and  sec.  761(e)  of  the 
Code) 

Prior  Law 

The  1984  Act  provides  that  any  distribution  not  otherwise  treat- 
ed as  an  exchange  is  to  be  treated  as  an  exchange  for  purposes  of 
specified  partnership  provisions  of  the  Code.  The  provisions  to 
which  this  rule  applies  are  section  708  of  the  Code  (relating  to  con- 
tinuation of  a  partnership);  section  743  (relating  to  the  optional  ad- 
justment to  the  basis  of  partnership  property);  and  any  other  part- 
nership provision  (subchapter  K  of  the  Code)  specified  in  Treasury 
regulations. 

Explanation  of  Provision 

The  Act  limits  the  application  of  the  sale  or  exchange  treatment 
rule  to  partnership  interests  which  are  distributed.  The  Act  also 
allows  the  Secretary  to  provide  exceptions  to  these  rules.  It  is  in- 
tended that  exceptions  might  include  a  distribution  of  a  partner- 
ship interest  by  an  estate  or  testamentary  trust  by  reason  of  the 
death  of  a  partner  will  not  be  treated  as  a  sale  or  exchange  for  pur- 
poses of  section  708(b). 

e.  Like-kind  exchanges  (sec.  1805(d)  of  the  Act  and  sec.  1031(a)  of 

the  Code) 

Prior  Law 

Under  the  Code  (section  1031),  generally  no  gain  or  loss  is  recog- 
nized if  property  held  for  productive  use  in  the  taxpayer's  trade  or 
business,  or  property  held  for  investment  purposes,  is  exchanged 
solely  for  property  of  a  like-kind  that  is  also  to  be  held  for  produc- 
tive use  in  a  trade  or  business  or  for  investment. 

The  1984  Act  provides  that,  for  purposes  of  the  like-kind  ex- 
change provision,  property  which  was  not  identified  as  the  property 
to  be  received  by  the  taxpayer  on  the  date  the  taxpayer  relin- 
quishes property,  or  before  the  day  which  is  45  days  after  that 
date,  does  not  qualify  as  like-kind  property. 

Explanation  of  Provision 

The  Act  specifies  that  like-kind  property  includes  property  iden- 
tified as  the  property  to  be  received  by  the  taxpayer  on  or  before 
(rather  than  only  before)  the  date  which  is  45  days  after  the  date 
on  which  the  taxpayer  relinquishes  property. 
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6.  Trust  Provisions 

a.  Multiple  trusts  (sec.  1806(a)  of  the  Act  and  sec.  643  of  the  Code) 

Prior  Law 

The  1984  Act  provides  that  under  Treasury  regulation,  two  or 
more  trusts  will  be  treated  as  one  trust  if  (1)  the  trusts  have  sub- 
stantially the  same  grantor  or  grantors  and  substantially  the  same 
primary  beneficiary  or  beneficiaries,  and  (2)  a  principal  purpose  for 
the  existence  of  the  trusts  in  the  avoidance  of  Federal  income  tax. 

This  provision  is  effective  for  taxable  years  beginning  after 
March  1,  1984. 

Explanation  of  Provision 

The  1984  Act  provides  that  this  provision  is  not  applicable  to  any 
trust  which  was  irrevocable  on  March  1,  1984,  except  to  the  extent 
corpus  is  transferred  to  the  trust  after  that  date. 

b.  Trust  distributions  (sec.  1806(b)  of  the  Act  and  sec.  643  of  the 

Code) 

Prior  Law 

The  1984  Act  provides  that  the  basis  of  property  received  as  a 
distribution  from  a  trust  or  estate  is  to  be  the  basis  before  the  dis- 
tribution adjusted  for  gain  or  loss  recognized.  An  election  was  pro- 
vided to  recognize  gain  or  loss  on  the  distribution  of  property  from 
a  trust  or  estate. 

Explanation  of  Provision 

The  Act  clarifies  that  the  election  to  recognize  gain  or  loss  ap- 
plies to  all  distributions  during  a  taxable  year  unless  the  election  is 
revoked  with  the  consent  of  the  Secretary. 

7.  Accounting  Provisions 

a.  Tax  shelters  (sec.  1807(a)(1)  and  (2)  of  the  Act  and  sec.  461(i)(2) 
of  the  Code) 

Prior  Law 

Generally,  a  cash  basis  tax  shelter  is  not  allowed  a  deduction 
with  respect  to  an  amount  any  earlier  than  the  time  at  which  eco- 
nomic performance  occurs.  An  exception  is  provided  under  which 
prepaid  expenses  are  deductible  when  paid  if  economic  perform- 
ance occurs  within  90  days  after  the  close  of  the  taxable  year.  For 
purposes  of  this  exception,  in  the  case  of  oil  and  gas  activities,  eco- 
nomic performance  is  deemed  to  occur  with  respect  to  intangible 
drilling  expenses  when  the  well  is  "spudded."  It  is  unclear  whether 
the  exception  applies  if  economic  performance  occurs  before  the 
close  of  the  taxable  year,  because  this  is  not  "within"  90  days  after 
the  close  of  the  taxable  year.  For  example,  it  is  unclear  whether 
the  exception  applies  if  a  well  is  spudded  in  the  last  month  of  the 
taxable  year. 
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In  the  case  of  the  trade  or  business  of  farming,  the  farming  syn- 
dicate rules  of  section  464  apply  to  any  tax  shelter  described  in  sec- 
tion 6661(b)  (i.e.,  the  principal  purpose  of  which  is  the  avoidance  or 
evasion  of  Federal  income  tax).  For  purposes  of  applying  section 
464  to  these  tax  shelters,  it  is  unclear  whether  the  exceptions 
under  section  464(c)(2)  relating  to  holdings  attributable  to  active 
management  apply. 

Explanation  of  Provision 

The  Act  clarifies  that  the  90-day  exception  applies  if  economic 
performance  occurs  before  the  close  of  the  90th  day  after  the  close 
of  the  taxable  year.  Thus,  for  example,  if  a  well  is  spudded  in  the 
last  month  of  the  taxable  year,  the  requirement  that  economic  per- 
formance occur  before  the  close  of  the  90th  day  after  the  close  of 
the  taxable  year  is  satisfied. 

The  Act  also  clarifies  that  any  tax  shelter  described  in  section 
6661(b)  will  generally  be  treated  as  a  farming  syndicate  for  pur- 
poses of  section  464.  However,  any  person  meeting  the  require- 
ments of  section  464(c)(2)  will  not  be  subject  to  the  provisions  of  sec- 
tion 464  with  respect  to  that  person's  interest  in  a  tax  shelter. 

b.  Mine  reclamation  and  similar  costs  (sec.  1807(a)(3)  of  the  Act 

and  sec.  468  of  the  Code) 

Prior  Law 

The  1984  Act  provided  electing  taxpayers  with  a  uniform  method 
for  deducting,  prior  to  economic  performance,  certain  reclamation 
costs  which  are  mandated  by  Federal,  State,  or  local  law.  Deduc- 
tions accrued  under  this  method  must  be  accounted  for  in  a  book 
reserve  and  are  subject  to  recapture  to  the  extent  that  reclamation 
costs  are  less  than  accumulated  reserves. 

Explanation  of  Provision 

The  Act  clarifies  that  a  reserve  balance  must  be  increased  by  the 
amount  of  deductions  accrued  in  each  year  that  are  allocable  to  the 
reserve.  The  Act  also  clarifies  that  this  provision  is  effective  on 
July  18,  1984,  with  respect  to  taxable  years  ending  after  July  18, 
1984. 

c.  Nuclear  power  plant  decommissioning  expenses  (sec.  1807(a)(4) 

of  the  Act  and  sec.  468A  of  the  Code) 

Prior  Law 

The  1984  Act  permitted  electing  taxpayers  to  accrue  a  deduction 
for  contributions  made  to  a  qualified  nuclear  decommissioning  fund 
(a  "fund"),  subject  to  certain  limitations. 

Explanation  of  Provision 

The  Act  clarifies  that  a  taxpayer  shall  be  deemed  to  have  made  a 
payment  to  a  fund  at  the  end  of  a  taxable  year  provided  that  pay- 
ment is  made  within  2^2  months  after  the  close  of  that  taxable 
year.  Under  a  transitional  rule,  the  Secretary  of  the  Treasury  is 
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provided  regulation  authority  to  relax,  and  appropriately  adjust, 
this  2y2  month  rule  for  payments  allocable  to  a  taxable  year  begin- 
ning before  January  1,  1987,  and  to  provide  that  no  interest  will  be 
allowed  with  respect  to  periods  before  payment  is  made.  The  Act 
clarifies  that  the  tax  treatment  of  fund  income  provided  in  section 
468A  is  in  lieu  of  any  other  Federal  income  tax,  that  a  fund's  tax 
liability  is  not  deductible  from  its  gross  income,  and  that  for  pur- 
poses of  subtitle  F  ("Procedure  and  Administration")  a  fund  shall 
be  treated  as  a  corporation  and  taxes  imposed  on  the  fund  shall  be 
treated  similarly  to  corporate  income  taxes.  The  Act  clarifies  that  a 
fund  may  invest  only  in  those  assets  in  which  the  Code  permits  a 
Black  Lung  Trust  Fund  to  invest.  The  Act  also  clarifies  that  this 
provision  is  effective  for  taxable  years  ending  after  July  18,  1984. 

d.  Premature  accruals  (sec.  1807(a)(8)  of  the  Act  and  sec.  461(h) 

of  the  Code) 

Prior  Law 

Under  prior  law,  an  accrual  basis  taxpayer  may  not  take  a  de- 
duction for  an  item  prior  to  the  occurrence  of  economic  perform- 
ance. A  liability  of  a  taxpayer  which  requires  a  payment  to  another 
person  and  arises  out  a  tort  is  not  considered  to  be  economically 
performed  prior  to  the  time  payment  to  such  other  person  is  made. 

Explanation  of  Provision 

The  Act  provides  that  accrual  basis  taxpayers  which  have  made 
a  payment  to  an  insurance  company  to  indemnify  themselves  from 
tort  claims  arising  from  personal  injury  or  death  caused  by  the  in- 
halation or  ingestion  of  dust  from  asbestos-containing  products  will 
be  treated  as  having  satisfied  the  economic  performance  test  if  the 
payment  is  paid  to  an  unrelated  third  party  insurer  prior  to  No- 
vember 23,  1985,  and  such  payment  is  not  refundable.  The  provi- 
sion is  not  to  apply  to  any  company  which  mined  asbestos. 

The  Congress  does  not  intend  for  any  conclusion  to  be  drawn 
from  this  provision  as  to  what  treatment  should  be  accorded  simi- 
lar payments  for  similar  policies  in  the  future. 

e.  Treatment  of  deferred  payments  for  services  (sec.  1807(b)  of  the 

Act  and  sec.  467(g)  of  the  Code) 

Prior  Law 

Under  section  467(g)  of  the  Code,  the  Secretary  of  the  Treasury  is 
to  prescribe  regulations  under  which  deferred  payments  for  serv- 
ices will  be  subject  to  rules  similar  to  those  applicable  to  deferred 
rents. 

Explanation  of  Provision 

The  Act  clarifies  that  the  regulations  to  be  issued  under  section 
467  relating  to  deferred  payments  for  services  will  not  apply  to 
amounts  to  which  section  404  or  404A  applies,  or  to  amounts  sub- 
ject to  any  other  provision  specified  in  regulations. 
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In  addition,  the  Act  permits  a  specified  taxpayer  whose  primary 
business  is  providing  architectural  reserves  to  use  the  cash  method 
of  accounting. 

f.  Settlement  funds  (sec.  1807(a)(7)  of  the  Act  and  sec.  461(h)  of 
the  Code) 

Prior  Law 

The  1984  Act  provides  that  liabilities  are  not  treated  as  incurred 
prior  to  the  time  when  economic  performance  occurs.  In  the  case  of 
the  taxpayer's  liability  to  another  person,  arising  under  any  work- 
ers compensation  act  or  any  tort,  economic  performance  occurs  as 
payments  to  such  person  are  made,  except  to  the  extent  provided 
in  regulations.  It  is  unclear  whether  an  irrevocable  payment  to  a 
court  ordered  settlement  fund,  which  extinguishes  the  tort  liability 
ojf  the  taxpayer  to  a  person  (or  class  of  persons),  constitutes  eco- 
nomic performance  under  that  Act. 

Explanation  of  Provision 

General  rule 

The  Act  clarifies  that  under  certain  limited  circumstances,  an  ir- 
revocable payment  to  a  court-ordered  settlement  fund  that  extin- 
guishes tort  liability  of  the  payor  (the  "taxpayer")  constitutes  eco- 
nomic performance  with  respect  to  such  liability.  This  provision  ap- 
plies only  to  qualified  payments  made  to  a  designated  settlement 
fund. 

A  designated  settlement  fund  means  a  fund  (1)  which  is  estab- 
lished pursuant  to  a  court  order,  (2)  which  extinguishes  completely 
the  taxpayer's  tort  liability  with  respect  to  a  class  of  claimants,  ^^ 
as  determined  by  the  court,  (3)  which  is  managed  and  controlled  by 
persons  unrelated  to  the  taxpayer,  (4)  in  which  the  taxpayer  does 
not  have  a  beneficial  interest  in  the  income  or  corpus,  and  (5)  to 
which  no  amount  may  be  transferred  other  than  qualified  pay- 
ments. 

A  qualified  payment  means  cash  or  property,  other  than  the 
stock  or  indebtedness  of  the  taxpayer  (or  a  related  party),  which  is 
irrevocably  contributed  to  a  designated  settlement  fund  pursuant 
to  a  court  order. 

A  designated  settlement  fund  is  not  qualified  if  the  taxpayer  may 
benefit  from  the  corpus  or  income  of  the  fund.  Thus,  if  the  taxpay- 
er's future  liability  to  claimants  (or  other  parties)  is  contingent  on 
the  income  of  a  settlement  fund  created  by  the  taxpayer,  then  the 
taxpayer  may  benefit  from  the  fund's  income,  and  the  fund  is  not 
qualified. 

A  designated  settlement  fund  is  taxed  as  a  separate  entity  at  the 
maximum  trust  rate.  Gross  income  of  a  designated  settlement  fund 
includes  income  from  investment  of  fund  assets,  but  excludes  quali- 
fied payments  made  to  the  fund.  No  deductions  are  permitted 
except  for  certain  administrative  and  incidental  expenses.  Thus, 
distributions  to  claimants  are  not  deductible. 


*  2  A  technical  correction  may  be  necessary  to  clarify  that  a  designated  settlement  fund  must 
completely  extinguish  the  taxpayer's  tort  liability  with  respect  to  a  class  of  claimants. 
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A  contribution  of  property  to  a  designated  settlement  fund  is 
treated  as  if  the  taxpayer  sold  the  property  for  fair  market  value 
and  donated  the  proceeds  to  the  fund.  Thus,  the  taxpayer's  deduc- 
tion is  limited  to  fair  market  value.  The  taxpayer  recognizes  gain 
or  loss  at  the  time  property  is  contributed,  and  the  fund  takes  a 
fair  market  value  basis  in  the  property. 

No  deduction  is  allowed  under  this  provision  for  payment  to  a 
fund  of  an  amount  received  from  the  settlement  of  an  insurance 
claim,  if  the  amount  received  is  excluded  from  the  taxpayer's  gross 
income. 

The  Act  clarifies  that  payments  to  a  trust  or  escrow  fund,  other 
than  a  designated  settlement  fund,  do  not  constitute  economic  per- 
formance with  respect  to  any  tort  liability  of  the  taxpayer. 

These  provisions  do  not  apply  to  liability  arising  from  any  work- 
ers compensation  act  or  contested  liabilities  (within  the  meaning  of 
section  461(f));  moreover,  no  inference  about  the  prior  law  treat- 
ment of  such  liabilities  is  intended. 

The  Act  provides  that,  except  as  provided  in  regulations,  escrow 
accounts,  settlement  funds,  or  similar  funds  are  subject  to  current 
taxation.  If  the  contribution  to  such  an  account  or  fund  is  not  de- 
ductible, then  the  account  or  fund  is  taxable  as  a  grantor  trust.  ^^ 
This  provision  is  effective  for  accounts  or  funds  established  after 
August  16,  1986. 

Transition  rule 

A  corporation  that  filed  a  petition  for  reorganization  under  chap- 
ter 11  of  title  11  of  the  United  States  Code  on  August  26,  1982,  and 
which  filed  with  the  U.S.  Bankruptcy  Court  a  first  amended  and 
restated  plan  of  reorganization  prior  to  March  1,  1986,  may  elect  to 
be  taxed  under  a  transition  rule.  Under  the  transition  rule,  a  tax- 
payer may  identify  a  separate  account  within  a  trust  fund,  created 
by  the  taxpayer  as  part  of  its  plan  of  reorganization,  as  a  designat- 
ed settlement  fund,  provided  such  account  meets  certain  require- 
ments of  a  designated  settlement  fund.  A  designated  settlement 
fund  created  under  the  transition  rule  is  taxable  at  a  rate  of  15 
percent  (rather  than  at  the  maximum  trust  rates).  In  addition,  the 
settlement  fund's  tax  liability  shall  be  assumed  by  the  taxpayer 
without  disqualification  of  the  fund.  Such  tax  liability  is  treated  as 
a  deductible  expense  of  the  taxpayer. 

Under  the  transition  rule,  sale  or  distribution  of  the  taxpayer's 
stock  by  a  trust  fund  (other  than  by  a  separate  account  treated  as  a 
designated  settlement  fund,  as  described  above)  is,  for  purposes  of 
section  1032,  treated  as  a  sale  or  distribution  by  the  taxpayer. 

8.  Tax  Straddle  Provisions 

a.  Treatment  of  Subchapter  S  corporations  (sec.  1808(a)  of  the 
Act) 

Prior  Law 

The  1984  Act  extended  the  mark-to-market  and  sixty  percent 
long-term,  forty  percent  short-term  capital  gain  and  loss  treatment 


'3  This  provision  reverses  the  holding  in  Rev.  Rul.  71-119,  1971-1  CB  163. 
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applicable  to  commodities  dealers  to  dealers  in  exchange-traded  op- 
tions, provided  elections  to  adopt  this  treatment  for  positions  car- 
ried forward  from  earlier  taxable  years  into  the  taxable  year  in- 
cluding the  date  of  enactment  and  to  pay  any  increase  in  tax  liabil- 
ity resulting  from  this  election  over  5  years,  and  permitted  quali- 
fied incorporated  commodities  dealers  and  options  dealers  to  elect 
S  corporation  status  without  regard  to  the  requirement  of  prior  law 
that  the  election  be  made  by  the  15th  day  of  the  third  month  of  the 
taxable  year  for  which  it  is  effective. 

Explanation  of  Provision 

The  Act  makes  clarifying  amendments  to  ensure  that  S  corpora- 
tion taxable  year  limitations  do  not  affect  the  elections  relating  to 
adoption  of  mark-to-market  treatment  for  positions  carried  forward 
from  earlier  years,  and  to  properly  coordinate  those  elections  with 
the  S  corporation  election  with  respect  to  taxable  years  commenc- 
ing before  January  1,  1984  in  the  manner  provided  by  regula- 
tions.^'^ 

b.  Treatment   of  amounts   received   for   loaning  securities   (sec. 

1808(b)  of  the  Act  and  sec.  263(g)  of  the  Code) 

Prior  Law 

The  prior  law  requirement  that  interest  and  other  carrying  costs 
incurred  to  carry  personal  property  constituting  part  of  a  straddle 
must  be  capitalized,  as  amended  by  the  1984  Act,  limits  the  re- 
quirement to  the  excess  of  these  costs  over  interest,  discount 
income  and  dividend  income  with  respect  to  the  property  that  is 
subject  to  tax  during  the  taxable  year.  A  lender  of  securities  to  be 
used  in  a  short  sale  may  receive  compensation  from  the  borrower 
to  replace  interest,  dividends,  and  other  compensating  amounts 
with  respect  to  the  loaned  property  and  may  also  incur  interest 
and  other  carrying  costs  with  respect  to  the  property  that  are  sub- 
ject to  the  capitalization  requirement. 

Explanation  of  Provision 

The  Act  provides  for  the  inclusion  of  compensating  payments  to 
a  lender  of  securities  used  in  a  short  sale  in  those  taxable  amounts 
that  reduce  interest  and  other  costs  required  to  be  capitalized 
under  section  263(g)  of  the  Code. 

c.  Clarification  of  the  exception  for  straddles  consisting  of  stock 

(sec.  1808(c)  of  the  Act  and  sec.  1092(d)  of  the  Code) 

Prior  Law 

The  1984  Act  extended  the  straddle  rules  to  straddles  involving 
exchange-traded  stock  options.  Exceptions  were  provided  for  a 
straddle  consisting  of  stocks,  or  stock  and  a  qualified  cover  call. 


'"  See  Treas.  Reg.  sec.  18.1362-1,  49  Fed.  Reg.  38920  (October  1,  1984). 
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Explanation  of  Provision 

The  Act  clarifies  that  the  exception  for  stock  does  not  operate  to 
except  straddles  involving  exchange  traded  stock  options  (other 
than  qualified  covered  calls  that  offset  stock). 

d.  Treatment  of  losses  from  pre-1981  straddles  (sec.  1808(d)  of  the 
Act  and  sec.  108  of  the  1984  Act) 

Prior  Law 

Unlike  taxpayers  who  conducted  isolated  straddle  transactions 
prior  to  the  effective  date  of  ERTA  solely  for  tax  purposes,  taxpay- 
ers in  the  trade  or  business  of  trading  commodities  conducted  nu- 
merous straddle  transactions  in  the  normal  course  of  their  busi- 
ness. Section  108  was  intended  to  clarify  the  treatment  of  losses 
claimed  with  respect  to  straddle  positions  entered  into  and  disposed 
of  prior  to  1982  by  taxpayers  in  the  trade  or  business  of  trading 
commodities.  It  provided  a  profit-motive  presumption  in  section 
108(b)  for  such  taxpayers  because  of  the  inherent  difficulty  in  dis- 
tinguishing tax-motivated  straddle  transactions  from  profit-moti- 
vated straddle  transactions  when  the  taxpayer  was  in  the  trade  or 
business  of  trading  in  commodities. 

Explanation  of  Provision 

The  Act  makes  clear  that  subsection  (b)  treatment  is  limited  to 
those  taxpayers  in  the  business  of  trading  commodities.  The  deter- 
mination of  whether  a  taxpayer  is  in  the  business  of  trading  com- 
modities is  based  upon  all  the  relevant  facts  and  circumstances. 
Under  the  statute  as  clarified  by  the  technical  correction,  generally 
a  taxpayer  engaged  in  the  business  of  investment  banking  who  reg- 
ularly trades  in  commodities  as  part  of  that  business  would  be  con- 
sidered in  the  trade  or  business  of  trading  commodities.  If  a  person 
qualifies  as  a  commodities  dealer,  the  subsection  (b)  treatment  ap- 
plies with  respect  to  any  position  disposed  of  by  such  person.  It 
would,  for  example,  apply  without  regard  to  whether  the  position 
was  in  a  commodity  regularly  traded  by  that  person,  whether  it 
was  traded  on  an  exchange  on  which  the  dealer  was  a  member,  or 
whether  an  identical  position  was  re-established  on  the  same  trad- 
ing day  or  subsequently.  If  an  individual  owns  a  seat  on  a  commod- 
ities exchange,  such  individual  will  be  treated  as  a  "commodities 
dealer."  Further,  if  a  trading  firm  also  regularly  trades  commod- 
ities in  connection  with  its  business,  then  the  commodities  trading 
will  be  deemed  to  be  part  of  its  trade  or  business.  The  latter  rule 
applies  only  to  the  securities  trading  firm  itself;  it  does  not  apply 
to  separate  individual  trading  of  its  partners,  principals,  or  employ- 
ees, nor  to  partnerships  or  other  organizations  formed  for  the  prin- 
cipal purpose  of  marketing  tax  straddles. 

The  Act  also  clarifies  that  subsection  (b)  treatment  is  available 
not  only  with  respect  to  a  loss  incurred  directly  by  a  commodities 
dealer,  but  also  to  a  loss  allocable  to  a  commodities  dealer  in  deter- 
mining such  person's  income  with  respect  to  an  interest  in  a  part- 
nership, S  corporation,  or  trust.  For  example,  in  determining  the 
tax  liability  of  a  commodities  dealer  who  was  a  shareholder  in  an  S 
corporation,  a  loss  incurred  by  the  corporation  in  the  trading  of 
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commodities  would  be  treated  as  a  loss  incurred  by  the  commod- 
ities dealer.  Of  course,  whether  an  individual  is  a  commodities 
dealer  is  no  way  indicated  merely  because  such  individual  has  an 
interest  in  a  partnership,  S  corporation  or  trust  engaged  in  the 
trading  of  commodities. 

In  the  case  of  trades  on  a  domestic  exchange  described  in  Code 
section  1402(i)(2)(B),  the  identification  of  positions  disposed  of  shall 
be  as  provided  in  exchange  procedures,  and  records  of  the  exchange 
or  clearinghouse  shall  be  controlling  in  the  absence  of  proof  that 
rules  were  violated.  A  taxpayer  who  does  not  satisfy  the  indicia  of 
trade  or  business  status,  such  as  the  taxpayer  in  Miller  v.  Commis- 
sioner (84  T.C.  No.  55  (1985)),  would  not  be  considered  in  the  trade 
or  business  of  trading  commodities.  Further,  the  presumption 
would  not  be  available  in  any  cases  where  the  trades  were  ficti- 
tious, prearranged,  or  otherwise  in  violation  of  the  rules  of  the  ex- 
change in  which  the  dealer  is  a  member.  The  subsection  (b)  treat- 
ment is  only  for  purposes  of  subsection  (a),  and  no  inference  should 
be  drawn  that  a  loss  is  incurred  in  a  trade  or  business  for  any 
other  purpose,  such  as  for  purposes  of  section  162,  163(d)  or  172. 

Section  108  also  restated  the  general  rule  that  losses  from  the 
disposition  of  a  position  in  a  straddle  are  only  allowable  if  such  po- 
sition was  part  of  a  transaction  entered  into  for  profit.  A  majority 
of  the  United  States  Tax  Court  in  Miller  interpreted  section  108  as 
providing  a  new,  less  stringent  profit  standard  for  losses  incurred 
with  respect  to  pre-1981  commodity  straddles.  It  was  not  the  intent 
of  Congress  in  enacting  section  108  to  change  the  profit-motive 
standard  of  section  165(c)(2)  or  to  enact  a  new  profit  motive  stand- 
ard for  commodity  straddle  activities.  This  technical  correction  is 
necessary  to  end  any  additional  uncertainty  created  by  the  Miller 
case. 

Further,  the  Congress  intends  that  the  Internal  Revenue  Service 
bring  all  outstanding  pre-ERTA  straddle  litigation  to  a  speedy  reso- 
lution, so  that  the  large  docket  of  cases  on  this  issue  may  be 
cleared,  in  a  manner  consistent  with  this  legislation. 

9.  Depreciation  Provisions 

a.  Straight-line  election  for  low-income  housing  (sec.  1809(a)(1)  of 
the  Act  and  sec.  168  of  the  Code) 

Prior  Law 

Section  111  of  the  1984  Act  extended  the  recovery  period  of  real 
property  (other  than  low-income  housing)  from  15  years  to  18 
years.  ^^  Taxpayers  may  elect  to  recover  the  cost  of  18-year  real 
property  using  a  straight-line  method  over  the  regular  18-year  re- 
covery period. 

Explanation  of  Provision 

The  Act  clarifies  that  taxpayers  may  elect  to  recover  the  cost  of 
low-income  housing  using  a  straight-line  method  over  15  years  (but 
not  18  years). 


For  purposes  of  this  description,  18-year  real  property  also  includes  19-year  real  property. 
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b.  Mid-month  convention  for  real  property  (sec.  1809(a)(2)  of  the 

Act  and  sees.  57,  168,  and  312  of  the  Code) 

Prior  Law 

The  1984  Act  provided  a  mid-month  convention  for  the  deprecia- 
tion of  18-year  real  property  (which  does  not  include  low-income 
housing).  Under  that  convention,  property  placed  in  service  (or  dis- 
posed of)  by  a  taxpayer  at  any  time  during  a  month  is  treated  as 
having  been  placed  in  service  (or  disposed  of)  by  the  taxpayer  in 
the  middle  of  that  month. 

Explanation  of  Provision 

The  Act  clarifies  that  the  mid-month  convention  is  to  be  applied 
whenever  a  depreciation  computation  with  respect  to  18-year  real 
property  is  required  under  section  168,  section  57(a)(12)  (relating  to 
accelerated  cost  recovery  deductions  as  items  of  tax  preference),  or 
section  312(k)  (relating  to  the  effect  of  depreciation  on  earnings  and 
profits).  Thus,  for  example,  if  a  taxpayer  elects  under  section 
168(b)(3)  to  depreciate  18-year  real  property  on  a  straight-line  basis 
over  18,  35,  or  45  years,  the  mid-month  convention  applies  in  com- 
puting the  deductions.  Similarly,  the  mid-month  convention  applies 
in  determining  what  cost  recovery  deductions  "would  have  been  al- 
lowable" under  section  57(a)(12).  Numerous  conforming  changes  are 
also  made.  These  amendments  will  not  apply  to  property  placed  in 
service  before  June  23,  1984. 

c.  Bond-financed  18-year  real  property  (sec.  1809(a)(4)  of  the  Act 

and  sec.  168(f)(12)  of  the  Code) 

Prior  Law 

Prior  to  the  1984  Act,  section  168(f)(12)  placed  restrictions  on  cost 
recovery  allowances  with  respect  to  15-year  real  property  financed 
by  the  proceeds  of  an  industrial  development  bond.  Those  rules  did 
not  apply  if  the  property  was  placed  in  service  in  connection  with  a 
project  for  residential  rental  property  financed  by  the  proceeds  of 
obligations  described  in  section  103(b)(4)(A).  The  1984  Act  generally 
provided  that  the  cost  of  real  property  qualifying  as  recovery  prop- 
erty could  not  be  recovered  over  a  period  of  less  than  18  years. 

Explanation  of  Provision 

The  Act  clarifies  that,  in  general,  the  cost  of  18-year  real  proper- 
ty (which  does  not  include  low-income  housing)  financed  by  the  pro- 
ceeds of  an  industrial  development  bond  cannot  be  recovered  more 
rapidly  than  on  a  straight-line  basis  over  18  years,  using  a  mid- 
month  convention.  This  rule  does  not  apply  if  the  property  is  either 
(i)  low-income  housing  (sec.  168(c)(2)(F)),  or  (ii)  property  which  is 
placed  in  service  in  connection  with  a  project  for  residential  rental 
property  financed  with  the  proceeds  of  obligations  described  in  sec- 
tion 103(b)(4)(A)  but  which  is  not  low-income  housing  under  section 
168(e)(2)(F).  Costs  of  the  former  can  be  recovered  on  an  accelerated 
basis  under  ACRS  over  15  years,  using  a  first-of-the  month  conven- 
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tion,  and  costs  of  the  latter  can  be  recovered  on  an  accelerated 
basis  under  ACRS  over  18  years,  using  a  mid-month  convention. 

The  Act  also  clarifies  that  the  provision  of  the  1984  Act  relating 
to  property  financed  with  tax-exempt  bonds  does  not  apply  to  cer- 
tain property  excepted  from  the  bond  rules  added  in  1982. 

d.  Treatment  of  certain  transferees  of  recovery   property  (sec. 
1809(b)  of  the  Act  and  sec.  168(f)(10)  of  the  Code) 

Prior  Law 

A  transferee  of  recovery  property  generally  may  elect  a  recovery 
period  or  method  for  the  property  different  from  the  period  or 
method  elected  by  the  transferor.  However,  restrictions  are  im- 
posed by  section  168(0(10)  to  prevent  the  use  of  certain  kinds  of 
asset  transfers  as  a  means  to  change  the  recovery  period  or  method 
for  the  property  involved.  For  transfers  subject  to  those  restric- 
tions, the  transferee  must  "step  into  the  shoes"  of  the  transferor 
with  respect  to  so  much  of  the  transferee's  basis  in  the  property  as 
is  not  in  excess  of  the  property's  adjusted  basis  in  the  hands  of  the 
transferor.  Under  this  rule,  the  transferee's  cost  recovery  deduc- 
tions with  respect  to  that  basis  are  the  same  as  those  that  would 
have  been  allowed  the  transferor  had  no  transfer  occurred.  The 
transferee  can  elect  to  depreciate  any  excess  basis  pursuant  to  any 
recovery  period  or  method  available  under  the  general  rules. 

Asset  transfers  subject  to  the  rule  of  the  preceding  paragraph  in- 
clude sale-leasebacks  (sec.  168(f)(10)(B)(iii)),  transfers  between  relat- 
ed persons  (sec.  168(f)(10)(B)(ii)),  and  tax-free  asset  (carryover  basis) 
transfers  described  in  section  332,  351,  361,  371(a),  374(a),  721,  or 
731  (sec.  168(f)(10)(B)(i)). 

Explanation  of  Provision 

In  cases  described  in  sections  168(f)(10)(B)(ii)  and  (iii)  of  prior  law, 
the  "step  into  the  shoes"  rule  is  often  too  generous  to  the  transfer- 
ee. The  rule  has  the  general  effect  of  permitting  such  a  transferee 
higher  cost  recovery  deductions  than  would  have  been  allowed  to  a 
transferee  in  a  case  not  covered  by  either  section.  Furthermore,  the 
Act,  in  amending  the  rules  regarding  the  depreciation  of  real  prop- 
erty (other  than  low-income  housing)  qualifying  as  recovery  proper- 
ty, did  not  clearly  provide  how  section  168(f)(10)  would  apply. 

The  Act  amends  section  168(f)(10)  with  respect  to  recovery  prop- 
erty placed  in  service  by  the  transferor.  In  a  case  described  in  sec- 
tion 168(f)(10)(B)(ii)  or  (iii)  (but  not  (i))  of  prior  law,  the  transferee 
does  not  "step  into  the  shoes"  of  the  transferor.  Instead,  the  trans- 
feree starts  depreciating  the  property  as  would  any  other  new 
owner  of  it.  However,  to  the  extent  of  the  adjusted  basis  of  the 
property  in  the  hands  of  the  transferor,  the  transferee  is  treated  as 
having  made  any  election  made  by  the  transferor  with  respect  to 
the  property  under  section  168(b)(3)  or  section  168(f)(2)(C).  Thus,  for 
example,  if  the  transferor  had  elected  to  depreciate  5-year  property 
on  a  straight-line  basis  over  5  years,  a  transferee  under  section 
168(f)(10)(B)(ii)  or  (iii)  would  be  treated  as  having  made  the  same 
election  to  the  extent  basis  did  not  increase.  Furthermore,  the 
transferee  would  begin  depreciating  that  basis  in  the  year  of  the 
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transfer  over  a  new  5-year  period.  For  purposes  of  this  rule,  if  the 
transferor  was  depreciating  15-year  real  property  on  a  straight-line 
basis,  the  transferee  would  be  treated  as  having  elected  18-year 
straight  line  depreciation.  If  the  transferee's  basis  exceeded  the 
transferor's  adjusted  basis,  the  transferee  can  depreciate  the  excess 
under  the  general  rules. 

The  Act  is  not  intended  to  affect  the  treatment  of  transactions 
between  members  of  an  affiliated  group  of  corporations  filing  a 
consolidated  return.  In  addition,  the  Act  is  not  intended  to  affect  a 
mere  change  in  form  of  ownership  not  involving  a  sale  or  ex- 
change. For  example,  the  change  from  ownership  as  tenants-in- 
common  to  condominium  ownership  not  involving  percentage  own- 
ership change  would  not  require  the  owners  to  begin  depreciating 
the  property  over  a  new  period. 

With  one  exception,  the  Act  does  not  amend  section 
168(f)(10)(B)(i).  Thus,  for  example,  in  a  section  351  transaction,  the 
transferee  steps  into  the  transferor's  shoes  to  the  extent  basis  does 
not  increase.  However,  the  Act  amends  section  168(f)(10)(B)(i)  to 
provide  that  it  does  not  apply  in  the  case  of  the  termination  of  a 
partnership  under  section  708(b)(1)(B)  (relating  to  the  sale  or  ex- 
change of  50  percent  or  more  of  the  total  interest  in  a  partner- 
ship's capital  and  profits  within  a  12-month  period). 

The  amendments  apply  to  property  placed  in  service  by  the 
transferee  after  December  31,  1985. 

e.  Installment  sales  of  partnership  interests  (sec.  1809(c)  of  the 

Act  and  sec.  453(i)  of  the  Code) 

Prior  Law 

The  1984  Act  denied  installment  sale  reporting  to  the  sale  of  de- 
preciable property  to  the  extent  of  depreciation  recapture  under 
section  1245  and  1250  of  the  Code. 

Explanation  of  Provision 

The  Act  clarifies  that  the  depreciation  recapture  installment  sale 
rule  (sec.  453(i))  applies  to  the  installment  sales  of  partnership  in- 
terests. 

f.  Films,  videotapes,  and  sound  recordings  (sec.  1809(d)  of  the  Act 

and  sec.  167  of  the  Code) 

Prior  Law 

Under  the  1984  Act,  films  and  videotapes  cannot  qualify  as  re- 
covery property  (sec.  168(e)(5)).  Similarly,  sound  recordings  do  not 
qualify  as  recovery  property  unless  an  election  is  made  under  sec- 
tion 48(r)(l)  (relating  to  treating  a  sound  recording  as  3-year  prop- 
erty). Thus,  their  costs  cannot  be  recovered  under  ACRS.  If  a  film 
or  videotape,  or  a  sound  recording,  not  qualifying  as  recovery  prop- 
erty qualifies  as  tangible  property,  however,  its  costs  may  be  recov- 
erable under  depreciation  methods  prescribed  by  section  167(b) 
(e.g.,  a  declining  balance  method). 
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Explanation  of  Provision 

Under  the  Act,  films,  videotapes,  and  sound  recordings  are  not 
eligible  for  the  accelerated  depreciation  methods  available  under 
section  167(b)(2),  (3),  or  (4).  However,  the  income  forecast  method  or 
similar  methods  of  depreciation  are  available. 

The  provision  applies  to  films,  videotapes,  and  sound  recordings 
placed  in  service  by  the  taxpayer  after  March  28,  1985.  However, 
no  inference  is  intended  as  to  whether  or  not  films,  videotapes,  or 
sound  recordings,  placed  in  service  by  a  taxpayer  on  or  before  that 
date  qualify  for  these  accelerated  depreciation  methods. 

g.  Investment  tax  credit  (sec.  1809(e)  of  the  Act  and  sec.  48  of  the 
Code) 

Prior  Law 

The  1984  Act  amended  the  3-month  rule  of  section  48(b)  (relating 
to  whether  property  qualifies  as  new  section  38  property).  Under 
that  Act,  rules  relating  to  the  qualification  of  certain  property  re- 
constructed by  the  taxpayer  as  new  section  38  property  were  inad- 
vertently deleted. 

Explanation  of  Provision 

The  Act  reinstates  the  provision  that  section  38  property  the  re- 
construction of  which  is  completed  by  the  taxpayer  qualifies  as  new 
section  38  property.  The  Act  also  provides  that  the  3-month  rule  is 
not  applicable  to  section  38  property  the  reconstruction  of  which  is 
completed  by  the  taxpayer.  Thus,  property  reconstructed  by  a  tax- 
payer and  then  sold  and  leased  back  by  the  taxpayer  within  3 
months  of  the  date  actually  placed  in  service  is  to  be  treated  as 
placed  in  service  on  the  date  actually  placed  in  service. 

The  Act  also  clarifies  the  applicability  of  the  3-month  rule  in  the 
case  of  certain  sale-leasebacks.  Thus,  assume  that  taxpayer  A 
places  eligible  property  in  service  by  leasing  it  to  taxpayer  B. 
Assume  further  that,  within  3  months  of  the  date  A  placed  the 
property  in  service,  A  sells  the  property  to  taxpayer  C  and  taxpay- 
er C  leases  the  property  back  to  A,  subject  to  the  lease  to  B.  As- 
suming C's  lease  to  A  qualifies  as  a  lease  under  applicable  Code 
principles,  the  property  will  constitute  new  section  38  property  in 
C's  hands.  The  amendment  clarifies  that  this  result  would  occur 
under  the  prior  statutory  language. 

Under  the  Act,  the  3-month  rule  does  not  apply  if  the  lessee  and 
lessor  so  elect. 

10.  Foreign  Provisions 

a.  Maintaining  the  source  of  U.S.  source  income  (sec.  1810(a)  of 
the  Act  and  sec.  904(g)  of  the  Code) 

Prior  Law 

Prior  to  the  1984  Act,  a  U.S.  taxpayer  could  convert  U.S.  source 
income  to  foreign  source  income  by  routing  the  income  through  a 
foreign  corporation:  Interest  and  dividend  payments  from  (and 
income  inclusions  with  respect  to)  an  intermediate  foreign  corpora- 
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tion  generally  were  foreign  source  income  to  the  U.S.  taxpayer.  As 
foreign  source  income,  the  income  could  be  free  of  U.S.  tax  under 
the  foreign  tax  credit. 

The  1984  Act  added  to  the  foreign  tax  credit  rules  new  rules  that 
prevent  U.S.  taxpayers  from  converting  U.S.  source  income  into 
foreign  source  income  through  the  use  of  an  intermediate  foreign 
payee.  These  rules  apply  to  50-percent  U.S.-owned  foreign  corpora- 
tions only.  These  rules  do  not  apply  if  less  than  10  percent  of  the 
foreign  corporation's  earnings  and  profits  is  from  U.S.  sources. 

Prior  to  enactment  of  the  1986  Act,  interest  and  dividends  paid 
by  a  domestic  corporation  that  earned  less  than  20  percent  of  its 
gross  income  from  U.S.  sources  over  a  three-year  period  (an  "80/20 
company")  were  foreign  source  (Code  sees.  861(a)(1)(B)  and 
861(a)(2)(A)).  Therefore,  a  U.S.  taxpayer  could  convert  U.S.  source 
income  to  foreign  source  income  by  routing  it  through  an  80/20 
company,  as  long  as  the  company's  U.S.  source  gross  income  re- 
mained below  the  20-percent  threshold. 

The  1984  Act  defines  an  "applicable  CFC"  as  any  controlled  for- 
eign corporation  in  existence  on  March  31,  1984,  the  principal  pur- 
pose of  which  on  that  date  consisted  of  issuing  CFC  obligations  or 
holding  short-term  obligations  and  lending  the  proceeds  to  affili- 
ates. The  1984  Act  provided  that,  if  certain  requirements  are  met, 
interest  paid  to  an  applicable  CFC  on  a  U.S.  affiliate  obligation 
issued  before  June  22,  1984  (the  date  of  conference  action)  will  be 
treated  for  all  Code  purposes  as  paid  to  a  resident  of  the  country  in 
which  the  applicable  CFC  is  incorporated. 

The  1984  Act  provides  a  transitional  rule  for  certain  interest  re- 
ceived by  "applicable  CFCs."  This  rule  exempts  from  the  resourc- 
ing provisions  interest  paid  by  a  U.S.  affiliate  on  certain  obliga- 
tions issued  before  the  effective  date  of  the  amendment  by  an  ap- 
plicable CFC,  typically  a  U.S.-owned  finance  subsidiary  located  in 
the  Netherlands  Antilles. 

A  U.S.  affiliate  obligation  is  any  obligation  of  a  U.S.  person  relat- 
ed (within  the  meaning  of  Code  section  482)  to  an  applicable  CFC 
holding  the  obligation.  Interest  paid  on  an  obligation  of  a  foreign 
person  is  not  subject  to  the  source  maintenance  rules. 

Under  the  U.S.  Constitution,  the  more  recently  adopted  of  a  con- 
flicting treaty  and  statute  generally  takes  precedence.  Thus,  a 
treaty  ratified  in  the  future  that  contains  its  own  source  rules  ar- 
guably might  override  the  source  maintenance  rules.  A  preexisting 
treaty  containing  such  rules  would  not  do  so  under  the  later-in- 
time  rule.  While  under  a  Code  provision  in  effect  since  1936,  some 
statutory  taxing  rules  in  effect  yield  to  preexisting  treaties,  this 
Code  rule  applies  only  in  the  case  of  a  treaty  exclusion  from  gross 
income;  treaty  source  rules  are  not  exclusions  from  gross  income. 
Consistent  with  these  general  rules.  Congress  intended  that  the 
new  rules  maintaining  the  source  of  U.S.  source  income  take  prece- 
dence over  any  conflicting  U.S.  treaty  provisions  in  force  when  it 
enacted  the  1984  Act.  Because  of  a  concern  that  unratified  treaties 
containing  source  rules  arguably  conflicting  with  the  1984  Act 
source  maintenance  rule  were  in  an  early  stage  of  consideration 
and  could  come  into  force  after  enactment  of  the  1984  Act,  Con- 
gress also  intended  that  the  source  maintenance  rules  take  prece- 
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dence  over  any  conflicting  U.S.  treaties  entered  into  in  the  future, 
absent  an  express  intention  in  the  treaty  to  override  the  rules. 

Explanation  of  Provision 

Under  the  Act,  subject  to  substantive  amendments  to  the  80/20 
rules  contained  in  Title  XII  of  the  Act,  the  foreign  title,  an  80/20 
company  is  treated  as  a  U.S.-owned  foreign  corporation  and  thus  is 
subject  to  the  rules  maintaining  the  source  of  U.S.  source  income. 
The  Act  thereby  prevents  U.S.  taxpayers  from  using  80/20  compa- 
nies to  convert  U.S.  source  income  to  foreign  income. 

This  provision  generally  took  effect  on  March  28,  1985.  In  the 
case  of  any  taxable  year  of  an  80/20  company  ending  after  March 
28,  1985,  only  income  received  or  accrued  by  the  80/20  company 
during  that  portion  of  the  taxable  year  after  that  date  generally  is 
to  be  taken  into  account  for  purposes  of  the  new  source  mainte- 
nance rules.  However,  all  income  received  or  accrued  by  the  80/20 
company  during  that  taxable  year  is  to  be  taken  into  account  in 
determining  whether  the  10  percent  U.S.  source  earnings  and  prof- 
its threshold  for  the  source  maintenance  rules  is  exceeded. 

The  Act  clarifies  the  applicable  CFC  definition.  Under  the  Act, 
an  applicable  CFC  is  any  controlled  foreign  corporation  in  exist- 
ence on  March  31,  1984,  the  principal  purpose  of  which  on  that 
date  consisted  of  (1)  any  combination  of  issuing  CFC  obligations 
and  short-term  borrowing  from  nonaffiliated  persons  and  (2)  lend- 
ing the  proceeds  to  affiliates. 

The  Act  provides  that  certain  U.S.  source  interest  paid  to  an  ap- 
plicable CFC  by  an  affiliated  foreign  corporation  on  an  obligation 
of  that  corporation  issued  before  June  22,  1984,  will  be  subject  to 
the  resourcing  provisions  to  the  same  extent  that  interest  so  paid 
by  an  affiliated  U.S.  corporation  would  be  so  subject.  This  treat- 
ment applies  if  at  least  50  percent  of  the  foreign  corporation's  gross 
income  for  the  three-year  period  ending  on  or  before  March  31, 
1984,  and  with  the  close  of  its  taxable  year  preceding  the  payment 
of  the  interest  in  question,  was  effectively  connected  with  a  U.S. 
trade  or  business. 

The  Act  makes  clear  that  the  source  maintenance  rules  apply 
notwithstanding  any  contrary  U.S.  treaty  obligation,  even  those  en- 
tered into  after  the  Act's  date  of  enactment,  unless  the  treaty 
clearly  expresses  an  intent  to  override  the  rules  by  specific  refer- 
ence to  them.  Although  Congress  found  it  appropriate  to  clarify  the 
relation  between  the  source  maintenance  rules  of  the  Act  and  the 
treaty  obligations  of  the  United  States,  no  inference  contrary  to  the 
general  rule  that  gives  precedence  to  the  provisions  of  the  Act  over 
preexisting  treaty  provisions  should  be  drawn  with  respect  to  any 
other  provision  of  the  Act  (except  as  specifically  provided  in  the 
Act  or  its  legislative  history).  In  enacting  the  1984  Act,  Congress 
specifically  provided  that  treaties  were  to  prevail  over  certain  stat- 
utory rules  that  apply  to  stapled  stock  and  to  the  definition  of  resi- 
dence of  individuals;  with  these  two  exceptions.  Congress  was  not 
aware  of  conflicts  between  the  1984  Act  and  treaties  where  the  Act 
would  not  clearly  take  precedence.  For  example,  it  is  Congress's 
understanding  that  changes  made  by  the  Act  in  the  accumulated 
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earnings  tax  provisions  override  a  conflicting  provision  in  the  U.S. 
income  tax  treaty  with  Jamaica. 

The  Act  contains  a  targeted  transitional  rule  for  carryovers  of 
pre- 1984  Act  taxes  incurred  with  respect  to  income  that,  if  earned 
after  the  effective  date  of  the  1984  Act,  would  have  been  subject  to 
the  special  separate  foreign  tax  credit  limitation  contained  in  sec- 
tion 121(b)(5)  of  the  1984  Act. 

b.  Maintaining  the  character  of  interest  income  (sec.  1810(b)  of 
the  Act  and  sec.  904(d)(3)  of  the  Code) 

Prior  Law 
In  general 

The  1984  Act  provided  that  when  a  U.S.  taxpayer  included  in 
income  foreign  personal  holding  company  or  subpart  F  income  with 
respect  to  (or  an  interest  or  dividend  payment  from)  a  designated 
payor  corporation  that  had  earned  substantial  "separate  limitation 
interest"  (generally  passive  interest  income),  that  inclusion  or  pay- 
ment generally  constituted  interest  that  was  subject  to  the  sepa- 
rate foreign  tax  credit  limitation  for  interest  income. 

The  purpose  of  this  look-through  rule  was  to  prevent  U.S.  tax- 
payers from  using  foreign  corporations  to  inflate  the  overall  for- 
eign tax  credit  limitation.  Prior  to  the  1984  Act,  U.S.  taxpayers 
could  arguably  circumvent  the  separate  foreign  tax  credit  limita- 
tion for  interest  income  by  having  low-taxed  interest  income  paid 
to  a  foreign  corporation  rather  than  directly  to  them.  Subpart  F 
and  foreign  personal  holding  company  inclusions  with  respect  to 
the  foreign  corporation,  and  dividends  and  interest  received  from 
the  foreign  corporation,  were  treated  as  noninterest  income  of  the 
U.S.  taxpayers  that  was  subject  to  the  overall  foreign  tax  credit 
limitation.  As  a  result  of  an  easily  manipulable  financial  transac- 
tion, the  conversion  of  interest  income  to  noninterest  income  was 
possible. 

Definition  of  designated  payor  corporation 

The  1984  Act  generally  defined  a  designated  payor  corporation  as 
any  regulated  investment  company,  50-percent  (or  more)  U.S.- 
owned  foreign  corporation,  or  foreign  corporation  with  a  ten-per- 
cent U.S.  shareholder.  A  domestic  corporation  that  paid  foreign 
source  dividends  could  be  a  designated  payor  corporation  only  if  it 
was  a  regulated  investment  company. 

A  domestic  company's  dividends  (and  interest  payments)  were 
foreign  source  if  it  was  an  "80/20"  company,  that  is,  if  it  earned 
less  than  20  percent  of  its  gross  income  from  U.S.  sources  for  a 
three-year  period  (Code  sees.  861(a)(1)(B)  and  861(a)(2)(A)). 

Code  section  269  denies  tax  benefits  to  taxpayers  who  acquire 
control  of  corporations  to  avoid  or  evade  tax.  The  extent  to  which 
section  269  applies  to  defeat  schemes  to  avoid  the  Act's  look- 
through  rules  by  using  U.S.  or  foreign  corporations  is  not  clear. 

10-percent  exception 

The  1984  Act  contained  a  de  minimis  rule  that  prevented  charac- 
terization of  inclusions  and  payments  as  interest  subject  to  the  sep- 
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arate  foreign  tax  credit  limitation  for  interest  income  unless  10 
percent  or  more  of  the  earnings  and  profits  of  the  designated  payor 
corporation  was  attributable  to  separate  limitation  interest.  This 
de  minimis  rule  applied  even  in  the  case  of  income  inclusions  that 
arose  under  the  anti-avoidance  rules  that  apply  to  foreign  personal 
holding  companies  and  controlled  foreign  corporations. 

Related  party  interest 

The  1984  Act  provided  that  when  a  designated  payor  corporation 
received  interest  from  another  member  of  the  same  affiliated 
group,  the  interest  was  not  treated  as  separate  limitation  interest 
unless  the  interest  was  attributable  (directly  or  indirectly)  to  sepa- 
rate limitation  interest  of  the  other  member. 

Working  capital  exception 

Prior  to  the  1984  Act,  investments  of  working  capital  in  a  regu- 
lated investment  company  with  a  certain  level  of  foreign  earnings 
generated  foreign  source  dividend  income  that  was  not  subject  to 
the  separate  limitation  for  interest.  Under  the  1984  Act,  such  divi- 
dend payments  could  be  recharacterized  as  interest  payments  sub- 
ject to  the  separate  limitation  for  interest.  Prior  to  the  1984  Act, 
certain  interest  earned  on  working  capital-type  investments  was 
excluded  from  the  separate  limitation  regardless  of  from  whom  re- 
ceived: interest  was  not  subject  to  the  separate  limitation  if  derived 
from  any  transaction  which  was  directly  related  to  the  active  con- 
duct by  the  taxpayer  of  a  trade  or  business  in  a  foreign  country  or 
a  U.S.  possession  (Code  sec.  904(d)(2)(A)).  The  1984  Act  did  not  allow 
this  working  capital  exception  at  the  shareholder  level  for  interest 
received  from  a  regulated  investment  company  or  other  designated 
payor  corporation  by  its  shareholders.  Under  the  1984  Act,  this 
working  capital  exception  and  the  10-percent  de  minimis  exception 
referred  to  above  were  available  at  the  designated  payor  corpora- 
tion level  only.  Since  regulated  investment  companies  earn  primar- 
ily passive  investment  income,  their  income  typically  could  not 
qualify  for  these  exceptions.  Therefore,  dividends  paid  by  regulated 
investment  companies  generally  were  treated  as  interest  subject  to 
the  separate  limitation  to  the  extent  that  the  regulated  investment 
company  earned  separate  limitation  interest,  whether  the  recipient 
shareholder's  investment  was  one  of  working  capital  or  not. 

Explanation  of  Provisions 

The  1986  Act  (Title  XII)  substantially  rewrote  the  provisions 
dealing  with  separate  limitation  interest  for  taxable  years  begin- 
ning after  1986.  The  technical  corrections  to  the  1984  Act  described 
below  are  thus  generally  superseded  by  the  1986  Act  for  those  later 
years. 

Definition  of  designated  payor  corporation 

The  Act  amends  the  definition  of  designated  payor  corporation  in 
two  respects. 

First,  the  Act  makes  clear  that  any  corporation  formed  or 
availed  of  for  purposes  of  avoiding  the  look-through  rule  is  treated 
as  a  designated  payor  corporation  subject  to  the  rule.  For  example. 
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U.S.  taxpayers  are  not  permitted,  in  violation  of  the  intent  of  the 
look-through  rule,  to  convert  interest  income  to  noninterest  income 
by  earning  the  income  through  a  corporation  the  ownership  of 
which  is  structured  to  place  the  corporation  technically  outside  the 
present  law  definition  of  designated  payor  corporation:  a  foreign 
corporation  that  earns  sufficient  earnings  and  profits  attributable 
to  separate  limitation  interest  to  be  subject  to  the  look-through 
rule,  but  is  majority-owned  by  foreign  persons  and  has  no  ten-per- 
cent U.S.  shareholders,  will  be  treated  as  a  designated  payor  corpo- 
ration (regardless  of  the  original  purpose  for  its  formation)  if  U.S. 
shareholders  utilize  the  corporation  to  remove  interest  income 
from  the  separate  foreign  tax  credit  limitation  for  interest  income. 
Similarly,  U.S.  taxpayers  are  not  permitted,  in  violation  of  the 
intent  of  the  look-through  rule,  to  convert  interest  income  to  non- 
interest  income  by  earning  the  income  through  a  foreign  banking 
subsidiary  or  similar  entity  formed  or  availed  of  for  that  purpose. 
(Absent  this  anti-abuse  rule,  interest  earned  by  a  taxpayer  in  the 
conduct  of  a  banking  or  similar  business  would  not  be  subject  to 
the  separate  foreign  tax  credit  limitation  for  interest.)  The  Secre- 
tary may  promulgate  regulations  setting  forth  appropriate  rules  for 
determining  whether  a  corporation  has  been  formed  or  availed  of 
for  purposes  of  avoiding  the  look-through  rule. 

Second,  the  Act  expands  the  definition  of  designated  payor  corpo- 
ration to  include  any  80/20  company.  By  subjecting  80/20  compa- 
nies to  the  look-through  rule,  the  Act  prevents  U.S.  taxpayers  from 
using  80/20  companies  to  circumvent  the  separate  foreign  tax 
credit  limitation  for  interest  income. 

The  first  described  amendment  to  the  designated  payor  corpora- 
tion definition  generally  takes  effect  on  December  31,  1985.  The 
second  described  amendment  to  the  designated  payor  corporation 
definition  generally  takes  effect  on  March  28,  1985.  In  the  case  of 
any  taxable  year  of  a  corporation  treated  as  a  designated  payor  cor- 
poration by  virtue  of  these  amendments  ending  after  the  indicated 
date,  only  income  received  or  accrued  by  the  corporation  during 
that  portion  of  the  taxable  year  after  that  date  generally  is  to  be 
taken  into  account  for  purposes  of  the  look-through  rule.  However, 
all  income  received  or  accrued  by  the  corporation  during  that  tax- 
able year  is  to  be  taken  into  account  in  determining  whether  the 
ten-percent  earnings  and  profits  threshold  for  dividends  and  inter- 
est is  exceeded.  A  corporation  formed  on  or  before  December  31, 
1985,  but  availed  of  after  that  date  to  avoid  the  look-through  rule, 
is  subject  to  the  rule. 

10-percent  exception 

Consistent  with  the  1984  Act's  rules  for  source  maintenance,  the 
1986  Act  removes  the  1984  Act's  de  minimis  rule  that  prevents 
maintenance  of  the  character  of  interest  income  in  the  case  of  for- 
eign personal  holding  company  inclusions  and  Subpart  F  inclu- 
sions. 

Related  party  interest 

The  Act  makes  it  clear  that  when  a  designated  payor  corporation 
receives  dividends  or  interest  from  another  member  of  the  same  af- 
filiated group,  the  amount  shall  be  treated  as  separate  limitation 
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interest  if  (and  only  if)  the  amount  is  attributable  (directly  or  indi- 
rectly) to  separate  limitation  interest  of  the  other  member  (or  any 
other  member  of  the  group). 

Working  capital  exception 

Under  the  Act,  dividends  and  interest  received  from  a  regulated 
investment  company  by  a  portfolio  shareholder  in  such  company 
are  not  treated  as  interest  subject  to  the  separate  limitation  for  in- 
terest if  derived  from  any  transaction  which  is  directly  related  to 
the  active  conduct  by  the  shareholder  of  a  trade  or  business  in  a 
foreign  country  or  a  U.S.  possession.  A  portfolio  shareholder  for 
this  purpose  is  one  that  owns,  directly  or  indirectly,  less  than  10 
percent  of  the  voting  stock  of  the  regulated  investment  company. 

c.  Related  person  factoring  income  (sec.  1810(c)  of  the  Act  and 
sees.  864  and  956  of  the  Code) 

Prior  Law 

Investment  in  U.S.  property 

Under  present  and  prior  law,  the  Code  treats  an  investment  in 
United  States  property  by  a  controlled  foreign  corporation  as  an  ef- 
fective repatriation  of  the  amount  invested  and  thus  as  a  dividend. 
The  1984  Act  provided  that  "United  States  property"  includes  any 
trade  or  service  receivable  acquired  from  a  related  U.S.  person  if 
the  obligor  under  the  receivable  is  a  U.S.  person.  This  provision 
overrode  exceptions  (listed  in  Code  sec.  956(b)(2))  to  the  investment 
in  U.S.  property  rules.  Among  those  exceptions  is  an  exclusion 
from  U.S.  property  of  an  amount  of  assets  equal  to  post-1962  earn- 
ings and  profits  previously  excluded  from  subpart  F  income  on  the 
ground  that  the  United  States  had  already  subjected  those  amounts 
to  tax  directly  as  effectively  connected  income  (sec.  956(b)(2)(H)). 

Current  inclusion  of  factoring  income 

The  1984  Act  provided  that  if  any  person  acquires  a  trade  or 
service  receivable  from  a  related  person,  the  acquirer's  income 
from  the  receivable  is  treated  as  interest  on  a  loan  to  the  obligor 
under  the  receivable.  In  general,  this  income  is  currently  taxable 
to  the  owners  of  the  acquirer  of  the  receivable  under  the  foreign 
personal  holding  company  rules  or  the  controlled  foreign  corpora- 
tion rules  (subpart  F).  The  income  is  currently  taxable  even  when 
the  related  person  that  acquires  the  receivable  acquires  it  from  an 
entity  that  is  organized  under  the  laws  of  the  same  foreign  country 
as  the  acquirer  and  that  has  a  substantial  part  of  its  assets  used  in 
its  trade  or  business  located  in  that  same  country. 

Separate  limitation  treatment 

Related  person  factoring  income  is  treated  under  the  1984  Act  as 
interest  described  in  section  904(d)(2)  and,  therefore,  is  subject  to 
the  separate  foreign  tax  credit  limitation  for  interest.  Congress  in- 
tended that  this  income  be  ineligible  for  any  exception  to  applica- 
tion of  the  separate  limitation.  However,  the  1984  Act  does  not  in- 
clude in  its  enumeration  of  the  exceptions  the  affiliated  group  ex- 
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ception  to  that  Act's  rules  maintaining  the  character  of  interest 
income  (sec.  904(d)(3)(J)). 

Explanation  of  Provisions 
Investment  in  U.S.  property 

The  Act  provides  that  the  existing  exclusion  from  U.S.  property 
of  an  amount  of  assets  equal  to  the  controlled  foreign  corporation's 
post-1962  earnings  and  profits  excluded  from  subpart  F  income  as 
effectively  connected  taxable  income  will  apply  in  the  case  of  the 
acquisition  of  a  trade  or  service  receivable  that  otherwise  consti- 
tutes U.S.  property. 

Current  inclusion  of  factoring  income 

The  Act  generally  exempts  factoring  income  from  current  inclu- 
sion when  the  related  person  that  acquires  the  factored  receivable 
acquires  it  from  an  entity  that  is  organized  under  the  laws  of  the 
same  foreign  country  as  the  acquirer  and  that  has  a  substantial 
part  of  its  assets  used  in  its  trade  or  business  located  in  that  same 
country.  Factoring  income  is  still  subject  to  the  current  inclusion 
rule,  however,  if  the  person  transferring  the  receivable  would  have 
derived  any  foreign  base  company  income  (determined  without 
regard  to  the  de  minimis  exception)  or  income  that  is  effectively 
connected  with  a  U.S.  trade  or  business  had  it  collected  the  receiva- 
ble. 

For  example,  assume  that  a  controlled  foreign  corporation  manu- 
factures a  product  in  the  foreign  country  of  its  incorporation  and 
sells  the  product  to  an  unrelated  customer  in  exchange  for  the  cus- 
tomer's receivable.  None  of  the  manufacturer's  income  is  effective- 
ly connected  with  a  U.S.  trade  or  business,  and  none  of  it  would  be 
currently  taxable  to  its  U.S.  shareholders.  The  manufacturer  sells 
the  receivable  to  a  related  controlled  foreign  corporation  that  is  or- 
ganized under  the  laws  of  the  same  foreign  country.  Under  the  Act, 
the  income  of  the  acquirer  from  that  receivable  is  not  subject  to 
current  U.S.  taxation. 

By  contrast,  assume  that  another  controlled  foreign  corporation 
purchases  goods  from  its  U.S.  parent  and  resells  those  goods  to  a 
customer  (in  exchange  for  the  customer's  receivable)  for  use  outside 
the  country  of  incorporation  of  the  controlled  foreign  corporation. 
This  income  would  be  currently  taxable  to  the  U.S.  shareholders  of 
the  controlled  foreign  corporation  as  foreign  base  company  sales 
income  under  the  subpart  F  rules  (sec.  954(d)).  The  controlled  for- 
eign corporation  sells  the  receivable  to  a  related  controlled  foreign 
corporation  that  is  organized  under  the  laws  of  the  same  foreign 
country  as  the  seller.  Under  the  Act,  the  income  of  the  acquirer 
from  the  receivable  remains  subject  to  current  taxation  at  the  level 
of  its  U.S.  shareholders. 

The  Act's  treatment  of  factoring  income  also  extends  to  income 
from  analogous  loans  by  a  controlled  foreign  corporation  to  finance 
transactions  with  related  parties. 

Separate  limitation  treatment 

The  Act  provides  that  related  person  factoring  income  treated 
under  the  Act  as  interest  is  subject  to  the  separate  limitation  for 
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interest  without  regard  to  the  exception  to  the  definition  of  sepa- 
rate limitation  interest  for  certain  interest  received  from  members 
of  the  same  affiliated  group.  (This  substantive  result  continues 
under  the  new  separate  limitation  for  passive  income  contained  in 
the  1986  Act,  which  is  embodied  in  sec.  864(d)(5)(A)(i).) 

d.  Repeal  of  30-percent  withholding  tax  on  portfolio  interest  paid 
to  foreign  persons  (sees.  1810  (a)  and  (d)  of  the  Act  and  sees. 
871,  881,  1441,  and  1442  of  the  Code) 

Prior  Law 

In  general 

The  United  States  generally  imposes  a  flat  30-percent  withhold- 
ing tax  on  the  gross  amount  of  U.S.  source  investment  income  pay- 
ments to  foreign  persons.  The  1984  Act  repealed  the  30-percent  tax 
with  respect  to  portfolio  interest  paid  on  certain  indebtedness  by 
U.S.  borrowers  to  nonresident  alien  individuals  and  foreign  corpo- 
rations. This  exemption  from  the  30-percent  tax  is  effective  for  in- 
terest paid  on  qualifying  obligations  issued  after  July  18,  1984,  the 
date  of  enactment  of  the  1984  Act. 

Registered  obligations — non-U.S.  person  statement 

The  1984  Act  repealed  the  30-percent  tax  with  respect  to  interest 
paid  on  obligations  issued  in  registered  form  for  which  the  U.S. 
payor  (or  U.S.  person  whose  duty  it  would  otherwise  be  to  withhold 
tax)  receives  a  statement  that  the  beneficial  owner  of  the  obliga- 
tion is  not  a  U.S.  person. 

Interest  received  by  controlled  foreign  corporations 

Interest  received  by  a  controlled  foreign  corporation  ("CFC") 
from  a  person  other  than  a  related  person  may  be  exempt  from  the 
30-percent  tax  under  the  1984  Act.  To  prevent  U.S.  persons  from 
indirectly  taking  advantage  of  the  exemption,  however,  the  1984 
Act  provides  that  portfolio  interest  received  by  a  CFC  is  includible 
in  the  gross  income  of  the  CFC's  U.S.  shareholders  under  subpart  F 
without  regard  to  any  of  the  exceptions  otherwise  provided  under 
the  subpart  F  rules. 

It  appears  that  some  interest  paid  by  foreign  corporations,  which 
would  not  have  been  subject  to  the  30-percent  tax  prior  to  the  1984 
Act,  nonetheless  may  fall  within  the  technical  definition  of  portfo- 
lio interest.  Where  such  interest  is  paid  to  a  CFC,  treatment  of  the 
interest  as  portfolio  interest  may  subject  it  to  current  taxation 
under  subpart  F  without  regard  to  any  of  the  subpart  F  exceptions. 

Interest  received  by  10-percent  shareholders — attribution  rules 

Congress  did  not  extend  the  repeal  of  the  30-percent  tax  to  inter- 
est paid  to  foreign  persons  having  a  direct  ownership  interest  in 
the  U.S.  payor  because  the  combination  of  U.S.  deduction  and  non- 
inclusion  in  such  a  case  would  have  created  an  incentive  for  inter- 
est payments  that  Congress  did  not  believe  appropriate. 

A  direct  ownership  interest,  for  these  purposes,  generally  means 
a  10-percent  (or  greater)  ownership  interest  in  the  U.S.  payor.  In 
determining  whether  direct  ownership  exists,  the  stock  ownership 
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attribution  rules  of  the  Code  apply,  with  certain  modifications  (sec. 
318(a)).  One  of  the  applicable  attribution  rules  is  that  a  corporation 
generally  is  deemed  to  own  stock  that  its  50-percent-  (or  greater) 
owned  subsidiary  owns  in  proportion  to  the  corporation's  share  of 
its  subsidiary's  stock  (sec.  318(a)(2)(C)).  In  determining  whether 
direct  ownership  exists  for  purposes  of  the  repeal,  this  rule  is  ap- 
plied without  regard  to  the  50-percent  limitation.  This  modification 
in  the  attribution  rule  prevents  an  affiliated  group  of  corporations 
from  circumventing  the  direct  ownership  exception  to  the  30-per- 
cent tax  repeal  by,  for  example,  having  a  U.S.  member  pay  interest 
to  the  49-percent  foreign  owner  of  the  U.S.  member's  foreign 
parent,  rather  than  directly  to  that  foreign  parent. 

Another  of  the  applicable  attribution  rules  is  that  a  50-percent- 
(or  greater)  owned  subsidiary  generally  is  deemed  to  own  the  stock 
that  its  parent  owns  (sec.  318(a)(3)(C)).  The  1984  Act  applies  this 
rule  in  determining  whether  direct  ownership  exists  for  purposes  of 
the  repeal  without  any  modification  of  the  50-percent  limitation. 
This  could  allow  an  affiliated  group  of  corporations  to  circumvent 
the  direct  ownership  exception  to  the  30-percent  tax  repeal  by 
having  a  U.S.  member  pay  interest  to  an  affiliated  foreign  corpora- 
tion that  is  as  much  as  49-percent-owned  by  a  substantial  foreign 
shareholder  in  the  U.S.  member,  rather  than  directly  to  that  sub- 
stantial shareholder. 

Explanation  of  Provisions 
Registered  obligations — non-U.S.  person  statement 

The  Act  clarifies  that  the  beneficial  owner  of  a  registered  obliga- 
tion, the  interest  on  which  is  otherwise  eligible  for  the  repeal,  may 
claim  a  refund  of  any  tax  withheld  where  the  required  non-U.S, 
person  statement  is  provided  after  one  or  more  interest  payments 
are  made  rather  than  before.  Claims  for  such  refunds  are  subject  to 
the  general  statute  of  limitations  rules  for  refund  claims  (sec. 
6511), 

Interest  received  by  controlled  foreign  corporations 

The  Act  amends  the  definition  of  portfolio  interest  to  exclude  in- 
terest that  (without  regard  to  the  operation  of  treaties)  would  not 
have  been  subject  to  the  30-percent  tax  prior  to  the  Act.  Thus, 
under  the  Act,  interest  received  by  CFCs  will  be  denied  the  benefit 
of  any  otherwise  applicable  subpart  F  exceptions  only  if  the  inter- 
est would  have  been  subject  to  the  30-percent  tax  in  the  absence  of 
the  repeal  provision. 

Interest  paid  to  10-percent  shareholders — attribution  rules 

In  determining  whether  the  direct  ownership  exception  to  the  30- 
percent  tax  repeal  applies,  the  stock  ownership  attribution  rule  of 
section  318(a)(3)(C)  will  apply  without  regard  to  its  50-percent  own- 
ership limitation.  Where  the  attribution  rule  would  not  apply  but 
for  the  disregard  of  the  50-percent  limitation,  a  foreign  interest  re- 
cipient will  be  treated  as  owning  the  stock  its  foreign  shareholder 
owns  in  proportion  to  that  shareholder's  ownership  interest  in  the 
foreign  interest  recipient. 
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e.  Original  issue  discount — foreign  investors 

(1)  Deduction  for  original  issue  discount  (sec.  1810(e)(1)  of 
the  Act  and  sec.  163  of  the  Code) 

Prior  Law 

The  1984  Act  delayed  until  actual  payment  the  deduction  for  in- 
terest accrued,  but  not  paid,  to  related  foreign  lenders  with  respect 
to  an  original  issue  discount  (OID)  obligation. 

Explanation  of  Provision 

The  Act  provides  that  the  delay  in  the  timing  of  deductions  for 
interest  accrued  but  not  paid  to  related  foreign  lenders  with  re- 
spect to  an  OID  obligation  does  not  apply  to  the  extent  that  the 
OID  income  is  effectively  connected  with  the  lender's  conduct  of  a 
U.S.  trade  or  business,  unless  the  OID  income  is  exempt  from  U.S. 
taxation  or  is  subject  to  a  reduced  rate  of  tax  pursuant  to  a  treaty 
obligation  of  the  United  States. 

(2)  Taxation  of  original  issue  discount  (sec.  1810(e)(2)  of  the 
Act  and  sees.  871  and  881  of  the  Code) 

Prior  Law 

Under  the  1984  Act,  a  foreign  investor  that  receives  a  taxable  in- 
terest payment  on  an  OID  obligation  is  taxable  on  an  amount 
equal  to  the  OID  accrued  on  the  obligation  since  the  last  payment 
of  interest  thereon.  On  the  sale,  exchange,  or  retirement  of  an  OID 
obligation,  the  foreign  investor  is  taxable  on  the  amount  of  any 
gain  not  in  excess  of  the  OID  accruing  while  the  foreign  investor 
held  the  obligation  (to  the  extent  not  previously  taxed). 

Explanation  of  Provision 

The  Act  provides  that  when  a  foreign  investor  receives  a  pay- 
ment (whether  constituting  interest  or  principal)  on  an  OID  obliga- 
tion, the  amount  taxable  is  equal  to  the  OID  accrued  on  the  obliga- 
tion that  has  not  before  been  subject  to  tax,  whether  or  not  the 
OID  accrued  since  the  last  payment  of  interest.  On  the  sale,  ex- 
change, or  retirement  of  an  OID  obligation,  the  foreign  investor  is 
taxable  on  the  amount  of  the  OID  accruing  while  the  foreign  inves- 
tor held  the  obligation  (to  the  extent  not  previously  taxed),  whether 
or  not  that  amount  exceeds  the  foreign  investor's  gain  on  the  sale, 
exchange,  or  retirement. 

f.  Withholding  on  dispositions  by  foreigners  of  U.S.  real  property 

interests  (sec.  1810(f)  of  the  Act  and  sees.  897,  1445,  6039C, 
and  6652(g)  of  the  Code) 

Prior  Law 

In  general 

Under  the  Foreign  Investment  in  Real  Property  Tax  Act  of  1980 
(FIRPTA),  a  foreign  investor  that  disposes  of  a  U.S.  real  property 
interest  generally  is  required  to  pay  tax  on  any  gain  on  the  disposi- 
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tion.  FIRPTA  provided  for  enforcement  of  this  tax  through  a 
system  of  information  reporting  designed  to  identify  foreign  owners 
of  U.S.  real  property  interests. 

The  1984  Act  generally  repealed  the  information  reporting  re- 
quirements of  FIRPTA  and  established  a  withholding  system  to  en- 
force the  FIRPTA  tax.^s  ^he  1984  Act  imposes  a  withholding  duty 
on  a  transferee  of  a  U.S.  real  property  interest  from  a  foreign 
person  unless  the  transferee  receives  a  sworn  affidavit  stating  that 
the  transferor  is  not  foreign  ("non-foreign  affidavit"),  or  one  of  four 
other  withholding  exemptions  (some  of  which  are  discussed  in  more 
detail  below)  applies.  The  amount  withheld  generally  is  the  lesser 
of  ten  percent  of  the  amount  realized  (purchase  price),  or  the  maxi- 
mum tax  liability  on  disposition  (as  determined  by  the  IRS).  Special 
rules  are  provided  (some  of  which  are  discussed  further  below)  for 
withholding  by  partnerships,  trustees,  executors,  distributing  for- 
eign corporations,  and  domestic  U.S.  real  property  holding  corpora- 
tions. 

Corporations  making  section  897(i)  election 

The  1984  Act  does  not  treat  foreign  corporations  electing  under 
Code  section  897(i)  to  be  considered  domestic  corporations  for  pur- 
poses of  FIRPTA's  substantive  and  reporting  provisions  as  domestic 
corporations  for  withholding  purposes.  This  was  intended  to  simpli- 
fy the  non-foreign  affidavit  procedure.  If  the  section  897(i)  election 
were  applicable  for  withholding  purposes,  then  electing  foreign  cor- 
porations could  provide  non-foreign  affidavits.  Congress  was  con- 
cerned that  there  would  be  uncertainty  on  the  part  of  U.S.  buyers 
regarding  the  validity  of  non-foreign  affidavits  received  from  for- 
eign corporations. 

Since  enactment  of  the  1984  Act,  the  Internal  Revenue  Service 
has  developed  a  procedure  that  would  provide  U.S.  buyers  with  rea- 
sonable assurance  that  a  non-foreign  affidavit  received  from  a  for- 
eign corporation  is  valid  (as  a  result  of  a  valid  section  897(i)  elec- 
tion) (Temp.  Reg.  sees.  1.1445-2T(b)(2)(ii),  1.1445-5T(b)(3)(ii)(C),  and 
1.1445-7T(a)). 

Withholding  exemptions  for  transfers  of  stock  in  domestic  corpora- 
tions 

Withholding  is  not  required  on  the  disposition  of  an  interest 
(other  than  an  interest  solely  as  a  creditor)  in  a  nonpublicly  traded 
domestic  corporation  if  the  corporation  furnishes  a  sworn  affidavit 
to  the  transferee  stating  that  the  corporation  is  not  and  has  not 
been  a  U.S.  real  property  holding  corporation  ("U.S.  RPHC") 
during  the  base  period  specified  in  Code  section  897(c)(l)(A)(ii) — the 
shorter  of  the  period  after  FIRPTA's  general  effective  date  (June 
18,  1980)  during  which  the  transferor  held  the  interest  and  the  five- 
year  period  ending  on  the  date  of  disposition  of  the  interest  ("non- 
U.S.  RPHC  affidavit").  The  receipt  of  a  non-U.S.  RPHC  affidavit 
will  not  relieve  the  transferee  of  withholding  responsibility  if  the 


'^  The  Act  does  authorize  the  Secretary  of  the  Treasury  to  require  information  reporting  by 
foreign  investors  not  engaged  in  a  U.S.  business  that  hold  direct  investments  in  U.S.  real  prop- 
erty of  $50,000  or  more.  The  Secretary  has  not  exercised  that  authority  and  has  expressed  a 
current  intention  not  to  require  information  reporting. 
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transferee  has  actual  knowledge  that  the  affidavit  is  false  or  the 
transferee  receives  a  notice  from  his  or  her  agent  or  an  agent  of 
the  transferor  that  the  affidavit  is  false. 

In  addition,  no  withholding  is  required  on  a  disposition  of  shares 
of  a  class  of  corporate  stock  that  is  regularly  traded  on  an  estab- 
lished securities  market. 

Notice-giving  and  withholding  responsibilities  of  agents 

A  transferor's  agent  or  transferee's  agent  with  actual  knowledge 
that  a  non-foreign  or  non-U. S.  RPHC  affidavit  is  false  must  give 
the  transferee  notice  to  that  effect  at  such  time  and  in  such 
manner  as  the  Secretary  shall  require  by  regulations.  In  the  case 
of  a  foreign  corporate  transferor,  an  agent  of  the  transferor  is 
deemed  to  have  actual  knowledge  that  any  non-foreign  affidavit 
furnished  by  the  transferor  is  false.  Congress  believed  that  any 
agent  deriving  compensation  from  a  foreign  corporate  principal  in 
a  real  estate  transaction  would  or  should  know  that  his  or  her 
principal  was  in  fact  foreign  and  that  any  non-foreign  affidavit  fur- 
nished by  the  foreign  corporation  was,  therefore,  false.  In  a  case  in- 
volving the  transfer  by  a  foreign  corporation  of  stock  in  a  domestic 
corporation  that  furnishes  a  false  non-U.S.  RPHC  affidavit,  it  was 
not  Congress'  intention  that  an  agent  of  the  foreign  corporate 
transferor  be  charged  with  actual  knowledge  of  the  non-U.S.  RPHC 
affidavit's  falsity,  absent  actual  possession  of  such  knowledge. 

A  transferor's  agent  or  transferee's  agent  that  does  not  give  the 
required  notice  is  liable  for  withholding  as  if  he  or  she  were  the 
transferee,  up  to  the  amount  of  compensation  the  agent  receives  in 
connection  with  the  transaction. 

Dispositions  of  U.S.  real  property  interests  by  domestic  partner- 
ships, trusts,  and  estates 

The  1984  Act  requires  withholding  at  a  ten-percent  rate  by  a  do- 
mestic partnership,  a  trustee  of  a  domestic  trust,  or  an  executor  of 
a  domestic  estate  with  respect  to  amounts  in  the  custody  of  the 
partnership,  trust,  or  estate  that  are  attributable  to  the  disposition 
of  a  U.S.  real  property  interest  and  includible  in  either  the  distrib- 
utive share  of  a  foreign  partner  of  the  partnership,  the  income  of  a 
foreign  beneficiary  of  the  trust  or  estate,  or  the  income  of  the 
grantor  or  other  substantial  owner  of  the  trust  (under  the  grantor 
trust  rules  of  the  Code). 

Distributions  by  domestic  U.S.  RPHC's 

The  1984  Act  generally  requires  withholding  by  a  domestic  corpo- 
ration that  is  (or,  at  any  time  during  the  five-year  or  shorter  base 
period  specified  in  section  897(c)(l)(A)(ii),  was)  a  U.S.  RPHC  when 
the  corporation  distributes  property  to  a  foreign  shareholder  in  a 
corporate  liquidation  or  in  redemption  of  its  stock.  In  general,  the 
amount  of  tax  required  to  be  withheld  is  ten  percent  of  the  gross 
amount  of  the  distribution  received  by  the  foreign  shareholder. 

Withholding  is  not  required  under  this  rule  when  the  stock  liqui- 
dated or  redeemed  qualifies  for  the  withholding  exemption  for 
stock  transferred  on  an  established  securities  market.  Stock  quali- 
fying for  that  exemption  may  not  be  a  U.S.  real  property  interest 
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and,  hence,  its  surrender  may  not  be  a  taxable  disposition  under 
the  FIRPTA  rules. 

In  addition,  a  qualifying  statement  granting  exemption  from 
withholding  under  this  rule  may  be  requested  from  the  Internal 
Revenue  Service  in  connection  with  a  liquidating  distribution  by  a 
domestic  corporation  of  a  non-U.S.  real  property  interest  when  sec- 
tion 337  nonrecognition  treatment  was  not  elected  for  related  cor- 
porate-level dispositions  of  U.S.  real  property  interests  (made 
during  the  base  period  specified  in  section  897(c)(l)(A)(ii))  by  the  do- 
mestic corporation.  If  the  section  337  election  was  not  made,  the  re- 
lated corporate-level  dispositions  would  have  been  subject  to  tax;  a 
foreign  shareholder's  interest  in  the  liquidating  corporation  may 
not  be  a  U.S.  real  property  interest  (under  the  section  897(c)(1)(B) 
rule  excluding  from  the  definition  of  a  U.S.  real  property  interest 
an  interest  in  a  corporation  that  is  not  currently  holding  U.S.  real 
property  interests  and  that  was  fully  taxed  on  previous  corporate- 
level  dispositions  of  such  interests  during  the  section  897(c)(l)(A)(ii) 
base  period).  Thus,  the  foreign  shareholder's  surrender  of  his  inter- 
est in  the  corporation  may  not  be  a  taxable  disposition  under  the 
FIRPTA  rules. 

Taxable  distributions  by  partnerships,  trustees,  and  executors 

The  1984  Act  requires  withholding  by  a  domestic  or  foreign  part- 
nership, the  trustee  of  a  domestic  or  foreign  trust,  or  the  executor 
of  a  domestic  or  foreign  estate  when  the  partnership,  trustee,  or  ex- 
ecutor makes  a  distribution  of  a  U.S.  real  property  interest  to  a  for- 
eign person  that  is  a  taxable  distribution  under  the  FIRPTA  rules 
taxing  certain  partnership,  trust,  and  estate  distributions  notwith- 
standing general  Code  rules.  In  general,  the  amount  of  tax  required 
to  be  withheld  is  ten  percent  of  the  fair  market  value  of  the  distrib- 
uted U.S.  real  property  interest  at  the  time  of  the  distribution. 

As  drafted,  this  rule  technically  would  apply  only  to  U.S.  real 
property  distributions  taxable  under  regulations  promulgated  pur- 
suant to  section  897(g).  The  statute  makes  no  reference  to  another 
Code  provision  added  by  FIRPTA— section  897(e)(2)(B)— under 
which  certain  partnership,  trust,  and  estate  distributions  not  cov- 
ered by  section  897(g)  could  be  treated  as  taxable  sales  by  regula- 
tion. 

Return-filing  and  remittance  of  tax 

To  prevent  double  taxation,  the  Economic  Recovery  Tax  Act  of 
1981  directs  a  person  subject  to  tax  under  the  FIRPTA  rules  to  pay 
the  tax  to  and  file  the  necessary  returns  with  the  United  States  in 
the  case  of  real  property  interests  located  in  the  United  States,  and 
to  pay  the  tax  to  and  file  the  necessary  returns  with  the  Virgin  Is- 
lands in  the  case  of  real  property  interests  located  in  the  Virgin 
Islands.  A  sale  of  an  interest,  other  than  solely  as  a  creditor,  in  a 
U.S.  RPHC  is  subject  to  tax  in  the  United  States,  while  the  tax  on 
a  sale  of  an  interest  in  a  Virgin  Islands  real  property  holding  cor- 
poration is  payable  to  the  Virgin  Islands. 

Information  returns — penalty  provision 

The  FIRPTA  information  reporting  rules  include  a  provision  im- 
posing penalties  on  persons  that  fail  to  file  required  FIRPTA  infor- 
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mation  returns  and  statements  (sec.  6652(g)).  As  indicated  above, 
the  1984  Act  limited  the  circumstances  under  which  the  Secretary 
could  require  information  reporting.  The  1984  Act  did  not,  howev- 
er, make  necessary  conforming  changes  in  the  penalty  provision. 

Explanation  of  Provisions 
Corporations  making  section  897(i)  election 

Under  the  Act,  a  foreign  corporation  electing  under  section  897(i) 
to  be  treated  as  a  domestic  corporation  for  purposes  of  FIRPTA's 
substantive  and  reporting  provisions  will  be  treated  as  a  domestic 
corporation  for  purposes  of  the  FIRPTA  withholding  provisions  too. 

The  Act  also  provides  that  the  section  897(i)  election  will  be  the 
exclusive  remedy  for  any  person  claiming  discriminatory  treatment 
under  a  treaty  obligation  of  the  United  States  with  respect  to  the 
FIRPTA  withholding  provisions. 

Withholding  exemptions  for  transfers  of  stock  in  domestic  corpora- 
tions 

The  Act  conforms  the  non-U. S.  RPHC  withholding  exemption 
more  closely  to  the  underlying  substantive  tax  rule  by  substituting 
for  it  a  new  "non-U.S.  real  property  interest"  exemption  to  reflect 
section  897(c)(1)(B).  Under  the  Act,  withholding  is  not  required  on 
the  disposition  of  an  interest  (which  is  an  interest  other  than  solely 
as  a  creditor)  in  a  nonpublicly  traded  domestic  corporation  if  the 
corporation  furnishes  an  affidavit  to  the  transferee  stating,  under 
penalty  of  perjury,  either  that  the  corporation  is  not  and  has  not 
been  a  U.S.  RPHC  during  the  base  period  specified  in  section 
897(c)(l)(A)(ii),  or  that,  as  of  the  date  of  the  disposition,  interests  in 
the  corporation  are  not  U.S.  real  property  interests  by  reason  of 
section  897(c)(1)(B).  Under  section  897(c)(1)(B),  interests  in  a  corpo- 
ration are  not  U.S.  real  property  interests  if  the  corporation  is  not 
holding  any  U.S.  real  property  interests  at  the  time  of  the  disposi- 
tion of  the  corporate  interests  and  if  the  corporation  disposed  of  all 
U.S.  real  property  interests  it  held  during  the  section  897(c)(l)(A)(ii) 
base  period  in  transactions  in  which  the  full  amount  of  gain  (if 
any)  was  recognized. 

The  present  law  rules  governing  notice-giving  by  agents  and 
withholding  by  agents  and  transferees  in  the  case  of  a  false  non- 
U.S.  RPHC  affidavit  will  control  (with  the  clarification  discussed 
below)  in  the  case  of  a  false  non-U.S.  real  property  interest  affida- 
vit. 

Notice-giving  and  withholding  responsibilities  of  agents 

The  Act  clarifies  that  an  agent  of  a  foreign  corporate  transferor 
of  a  domestic  corporation's  stock  will  not  be  charged  with  actual 
knowledge  of  the  falsity  of  a  non-U.S.  real  property  interest  affida- 
vit (the  Act's  substitute  for  the  Act's  non-U.S.  RPHC  affidavit)  fur- 
nished by  the  domestic  corporation,  absent  actual  possession  of 
such  knowledge.  Thus,  no  notice-giving  or  withholding  duty  will  be 
imposed  on  such  a  transferor's  agent  unless  he  or  she  actually 
knows  that  the  non-U.S.  real  property  interest  affidavit  is  false.  An 
agent  of  a  foreign  corporate  transferor  will  be  charged  with  knowl- 
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edge  of  the  falsity  only  of  a  false  non-foreign  affidavit  furnished  by 
his  or  her  principal. 

It  should  be  noted  that,  under  the  1986  Act,  unlike  the  1984  Act, 
a  non-foreign  affidavit  furnished  by  a  foreign  corporation  may  be 
valid.  This  will  be  the  case  where  the  foreign  corporation  has  elect- 
ed to  be  treated  as  a  domestic  corporation  under  section  897(i)  and 
the  corporation  provides  the  transferee  with  proof  of  the  section 
897(i)  election  in  the  manner  specified  in  regulations. 

Dispositions  of  U.S.   real  property  interests  by  domestic  partner- 
ships, trusts,  and  estates 

The  Act  modifies  the  special  withholding  rule  for  dispositions  of 
U.S.  real  property  interests  by  domestic  partnerships,  trusts,  and 
estates.  Under  the  Act,  a  domestic  partnership,  a  trustee  of  a  do- 
mestic trust,  or  an  executor  of  a  domestic  estate  is  to  withhold  a 
tax  equal  to  28  percent  of  the  gain  realized  on  the  disposition  by 
the  entity  of  a  U.S.  real  property  interest,  to  the  extent  that  gain  is 
allocable  to  a  foreign  partner  or  foreign  beneficiary  of  the  partner- 
ship, trust,  or  estate  or,  in  the  case  of  a  trust,  is  allocable  to  a  por- 
tion of  the  trust  treated  as  owned  by  a  foreign  person  under  the 
grantor  trust  rules  of  the  Code.  (It  is  intended  that  the  Secretary  of 
the  Treasury  will,  by  regulations,  provide  an  exception  from  with- 
holding with  respect  to  gain  realized  on  the  disposition  of  a  U.S. 
real  property  interest  by  a  trust  or  estate  that  is  currently  taxable 
at  the  entity  level.) 

Consistent  with  the  Act's  general  withholding  rule,  withholding 
liability  under  this  special  rule,  as  amended  by  the  Act,  is  not  lim- 
ited to  the  gain  realized  on  the  disposition  that  is  in  the  custody  of 
the  partnership,  trustee,  or  executor.  A  partnership,  trustee,  or  ex- 
ecutor that  does  not  have  sufficient  sales  proceeds  to  satisfy  its 
withholding  liability  (for  example,  because  it  mortgaged  the  dis- 
posed-of  property  on  or  after  acquiring  it,  or  agreed  to  accept  pay- 
ment for  the  disposed-of  property  on  an  installment  basis)  may  re- 
quest a  qualifying  statement  from  the  Internal  Revenue  Service  au- 
thorizing it  to  withhold  a  lesser  amount. 

Computing  the  tax  to  be  withheld  as  a  percentage  of  gain  should, 
however,  result  (in  many  cases)  in  the  collection  of  an  amount  of 
tax  that  more  closely  approximates  the  final  tax  liability  of  foreign 
partners,  beneficiaries,  and  substantial  owners  than  would  the 
amount  of  tax  collected  were  the  tax  computed  as  a  percentage  of 
the  full  amount  realized.  Withholding  on  the  basis  of  gain  is  feasi- 
ble under  this  special  withholding  rule  because,  unlike  the  buyer  in 
the  usual  withholding  situation  (who  may  not  know  the  seller's 
basis),  the  withholding  agent  here — a  partnership,  trustee,  or  ex- 
ecutor— knows  what  the  foreign  taxpayer's  gain  from  the  disposi- 
tion will  be:  the  partnership,  trustee,  or  executor  itself  computes 
the  amount  of  that  gain.  The  withholding  rate  reflects  the  maxi- 
mum capital  gains  rate  for  corporations — the  highest  rate  at  which 
a  foreign  partner,  beneficiary,  or  substantial  owner  could  be  taxed 
on  its  share  of  the  gain  from  the  disposition  of  a  U.S.  real  property 
interest  by  a  partnership,  trust,  or  estate. 

The  Act  clarifies  the  Secretary's  authority  to  promulgate  such 
regulations  as  are  necessary  to  provide  for  withholding  with  re- 
spect  to   U.S.    real   property   gains   realized   by   foreign   persons 
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through  tiers  of  domestic  partnerships  or  trusts.  The  Act  also  clari- 
fies the  Secretary's  authority  to  impose  withholding  in  an  adminis- 
tratively workable  manner  in  cases  where  interests  in  publicly 
traded  U.S.  entities  are  held  by  foreign  persons  through  nominees. 
In  such  cases,  it  would  be  appropriate  to  require  a  nominee  to  with- 
hold from  distributions  made  through  that  nominee  to  a  foreign  in- 
terest holder. 

These  modifications  will  be  effective  for  dispositions  of  U.S.  real 
property  interests  that  occur  after  the  day  30  days  after  the  Act's 
date  of  enactment. 

Distributions  by  domestic  U.S.  RPHC's 

The  Act  clarifies  that  no  withholding  is  required  on  certain  liqui- 
dations and  redemptions  that  are  not  taxed  under  the  substantive 
FIRPTA  rules.  It  provides  that  the  special  rule  requiring  withhold- 
ing by  domestic  U.S.  RPHCs  (and  former  domestic  U.S.  RPHCs) 
upon  the  distribution  of  property  in  a  corporate  liquidation  or  re- 
demption will  not  apply  when  interests  in  the  corporation  are  not 
U.S.  real  property  interests  by  reason  of  section  897(c)(1)(B)  on  the 
date  of  the  distribution. 

As  indicated  above,  section  897(c)(1)(B)  excludes  from  the  defini- 
tion of  a  U.S.  real  property  interest  an  interest  in  a  corporation 
that  (1)  is  not  holding  U.S.  real  property  interests  at  the  time  the 
corporate  interest  is  disposed  of  and  (2)  disposed  of  all  U.S.  real 
property  interests  it  held  during  the  section  897(c)(l)(A)(ii)  base 
period  in  transactions  in  which  the  full  amount  of  gain  (if  any)  was 
recognized.  If  section  897(c)(1)(B)  applies  to  a  corporation's  stock,  a 
stock  interest  surrendered  in  connection  with  a  liquidation  or  re- 
demption by  the  corporation  is  not  a  U.S.  real  property  interest. 
Therefore,  the  surrender  of  that  stock  interest  is  not  a  taxable  dis- 
position under  the  FIRPTA  rules,  and  withholding  on  the  surren- 
der is  inappropriate. 

Taxable  distributions  by  partnerships,  trustees,  and  executors 

The  Act  clarifies  that  a  distribution  to  a  foreign  person  of  a  U.S. 
real  property  interest  by  a  domestic  or  foreign  partnership,  trustee, 
or  executor  is  subject  to  withholding  if  such  distribution  is  taxable 
under  any  of  the  substantive  FIRPTA  rules,  not  section  897(g)  only. 

Return-filing  and  remittance  of  tax 

The  Act  clarifies  that  persons  required  to  withhold  tax  under  the 
FIRPTA  withholding  rules,  like  persons  having  substantive 
FIRPTA  tax  liability,  are  to  pay  the  tax  to  and  file  the  necessary 
returns  with  the  United  States  in  the  case  of  real  property  inter- 
ests located  in  the  United  States,  and  are  to  pay  the  tax  to  and  file 
the  necessary  returns  with  the  Virgin  Islands  in  the  case  of  real 
property  interests  located  in  the  Virgin  Islands. 

Information  returns — penalty  provision 

The  Act  amends  the  provision  (sec.  6652(g))  imposing  penalties  on 
persons  that  fail  to  file  required  FIRPTA  information  returns  to 
conform  it  with  the  revised  information  reporting  rules  of  the  Act. 
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g.  Transfers  of  property  to  foreign  persons  pursuant  to  corporate 
reorganizations,  etc.  (sec.  1810(g)  of  the  Act  and  sec.  367  of 
the  Code) 

Prior  Law 

The  1984  Act  added  a  rule  (Code  sec.  367(e))  requiring  that  a  do- 
mestic corporation  recognize  gain  on  a  liquidating  distribution  of 
appreciated  property  to  any  foreign  person,  under  rules  similar  to 
those  applicable  to  transfers  to  foreign  corporations.  The  rules  ap- 
plicable to  transfers  to  foreign  corporations  were  generally  restruc- 
tured under  the  1984  Act.  The  transactions  with  respect  to  which 
Congress  intended  to  require  the  recognition  of  gain  by  a  U.S. 
transferor  included  certain  distributions  to  foreign  persons  pursu- 
ant to  section  355  (relating  to  distributions  of  stock  and  securities 
of  controlled  corporations).  However,  because  the  applicability  of 
section  355  does  not  depend  on  whether  the  distributee  is  a  corpo- 
ration, section  367(a)(1)  does  not  reach  this  result.  Section  355 
transfers  are  appropriately  addressed  under  section  367(e),  which 
does  not  look  to  the  corporate  status  of  the  transferee,  rather  than 
section  367(a),  which  applies  only  to  transfers  to  foreign  corpora- 
tions. 

Explanation  of  Provision 

The  Act  provides  that  transfers  of  stock  by  domestic  corporations 
to  foreign  persons  pursuant  to  section  355  (or  so  much  of  section 
356  as  relates  to  section  355)  will  give  rise  to  the  recognition  of 
gain  under  section  367(e),  to  the  extent  provided  in  regulations. 
Congress  expected  that  the  Secretary  would  carefully  consider  the 
extent  to  which  it  is  appropriate,  in  view  of  the  purpose  of  section 
367(e),  to  require  the  recognition  of  gain  upon  the  transfer  of  the 
stock  of  a  domestic  corporation  to  foreign  persons  under  section 
355. 

h.  Foreign  personal  holding  companies 

U.S.  shareholders  in  a  foreign  personal  holding  company  are  sub- 
ject to  current  U.S.  tax  on  their  pro  rata  share  of  the  company's 
undistributed  foreign  personal  holding  company  income.  The  for- 
eign personal  holding  company  rules  were  enacted  (in  1937)  to  pre- 
vent U.S.  taxpayers  from  accumulating  income  tax-free  in  foreign 
"incorporated  pocketbooks." 

(1)    Same    country    dividend    and    interest    exception    (sec. 
1810(h)(1)  of  the  Act  and  sec.  552  of  the  Code) 

Prior  law 

The  1984  Act  provides  that  dividends  and  interest  received  by  a 
foreign  corporation  from  a  person  (1)  related  to  the  recipient,  (2)  or- 
ganized in  the  same  country  as  the  recipient  corporation,  and  (3) 
having  a  substantial  part  of  its  assets  used  in  its  trade  or  business 
located  in  that  same  country  generally  do  not  count  in  determining 
whether  the  foreign  corporation  is  a  foreign  personal  holding  com- 
pany. The  1984  Act  does  not  define  related  person  for  this  purpose. 
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Explanation  of  Provision 

For  the  purpose  of  the  1984  Act's  rule  excluding  same  country 
dividends  and  interest  from  the  foreign  personal  holding  company 
calculation,  the  Act  adopts  the  related  party  definition  of  the  con- 
trolled foreign  corporation  rules  (sec.  954(d)(3)).  The  effect  of  this 
technical  correction  is  to  provide  that  a  person  is  a  related  person 
with  respect  to  a  foreign  personal  holding  company  if  the  person  is 
(1)  an  individual,  partnership,  trust,  or  estate  which  controls  the 
foreign  personal  holding  company,  (2)  a  corporation  which  controls, 
or  is  controlled  by,  the  foreign  personal  holding  company,  or  (3)  a 
corporation  which  is  controlled  by  the  same  person  or  persons 
which  control  the  foreign  personal  holding  company.  For  this  pur- 
pose, prior  to  the  effective  date  of  amendment  of  Code  section 
954(d)(3)  by  section  1221(e)  of  the  Act,  control  means  the  ownership, 
directly  or  indirectly,  of  stock  possessing  more  than  50  percent  of 
the  total  combined  voting  power  of  all  classes  of  stock  entitled  to 
vote.  The  Act  incorporates  certain  rules  for  determining  ownership 
of  stock  for  this  purpose. 

(2)  Interposed  foreign  entities  (sec.  1810(h)(2)  of  the  Act  and 
sec.  551(f)  of  the  Code) 

Prior  law 

The  1984  Act  added  a  tracing  rule  to  the  foreign  personal  holding 
company  rules  that  was  intended  to  make  clear  that  U.S.  taxpayers 
cannot  interpose  foreign  entities  (other  than  other  foreign  personal 
holding  companies)  between  themselves  and  a  foreign  personal 
holding  company  to  avoid  the  foreign  personal  holding  company 
rules.  Under  the  tracing  rule,  stock  of  a  foreign  personal  holding 
company  that  is  owned  by  a  foreign  entity  other  than  another  for- 
eign personal  holding  company  is  to  be  considered  (for  income  in- 
clusion purposes)  as  being  owned  proportionately  by  the  foreign  en- 
tity's partners,  in  the  case  of  a  partnership;  owners  for  tax  pur- 
poses (i.e.,  beneficiaries,  transferors,  or  grantors,  as  the  case  may 
be),  in  the  case  of  a  trust;  or  stockholders,  in  the  case  of  a  corpora- 
tion. 

Explanation  of  Provision 

The  Act  clarifies  that  the  tracing  rule  applies  to  all  foreign 
trusts  and  estates  interposed  between  U.S.  taxpayers  and  foreign 
personal  holding  companies. 

i.  Treatment  of  certain  indirect  transfers  (sec.  1810(1)  of  the  Act 
and  sec.  1248(1)  of  the  Code) 

Prior  law 

Code  section  1248(a)  requires  gain  realized  by  certain  U.S.  per- 
sons on  the  disposition  of  stock  in  a  foreign  corporation  to  be  treat- 
ed as  ordinary  income  to  the  extent  of  allocable  earnings  and  prof- 
its of  the  foreign  corporation.  Under  the  1984  Act,  if  shareholders 
of  a  U.S.  corporation  exchange  stock  in  the  corporation  for  newly 
issued  stock  (or  treasury  stock)  of  a  foreign  corporation  ten  percent 
or  more  of  the  voting  stock  of  which  is  owned  by  the  U.S.  corpora- 
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tion,  the  transaction  is  recast  for  purposes  of  applying  section  1248. 
Because  the  1984  Act  provides  that  the  U.S.  corporation  is  treated 
as  having  distributed  the  stock  in  the  foreign  corporation  "in  re- 
demption" of  the  shareholder's  stock,  every  indirect  transfer  could 
be  viewed  as  a  nonliquidating  distribution. 

The  1984  Act  also  clarified  the  treatment  of  subsequent  distribu- 
tions of  earnings  that  resulted  in  the  recharacterization  of  gain 
under  section  1248.  Taxpayers  were  given  an  election  to  apply  this 
provision  retroactively  to  transactions  occurring  after  October  9, 
1975. 

Section  1248(g)  provides  exceptions  to  section  1248(a)  for  cases  in 
which  gain  is  taxable  as  ordinary  income  under  other  provisions  of 
the  Code.  Section  1248(g)(2)  refers  to  any  gain  on  exchanges  to 
which  section  356  applies.  Under  section  356,  gain  is  recognized  to 
the  extent  of  nonqualifying  consideration  received  in  a  reorganiza- 
tion. Section  356  provides  that  gain  is  taxable  as  a  dividend  if  the 
exchange  has  the  effect  of  a  dividend,  but  only  to  the  extent  of  a 
shareholder's  ratable  share  of  accumulated  earnings  and  profits.  If 
the  amount  of  gain  exceeds  the  allocable  portion  of  earnings  and 
profits,  the  excess  is  generally  taxed  as  capital  gain. 

Explanation  of  Provision 

The  Act  clarifies  that  an  indirect  transfer  is  recast  as  a  distribu- 
tion in  redemption  or  liquidation,  whichever  is  appropriate.  For  ex- 
ample, assume  that  a  U.S.  corporation  ("P")  is  the  sole  shareholder 
of  a  U.S.  holding  company  ("Holdco").  Holdco  owns  100  percent  of 
the  stock  of  a  corporation  that  was  organized  under  the  laws  of  a 
foreign  country  ("S").  Holdco  merges  downstream  into  S;  in  the 
merger  P  exchanges  Holdco  stock  for  stock  of  S.  Under  section 
1248(i),  the  transaction  is  treated  as  if  Holdco  distributed  the  S 
stock  in  a  liquidating  distribution  to  P.  This  result  occurs  because 
Holdco  goes  out  of  existence  and  the  transaction  has  the  economic 
effect  of  a  liquidation.  Under  section  1248(f)(2),  however,  no  amount 
is  includible  in  Holdco's  gross  income  under  section  1248(f)(1),  be- 
cause the  S  stock  is  distributed  to  a  domestic  corporation,  P,  which 
is  treated  as  holding  the  S  stock  for  the  period  the  stock  was  held 
by  Holdco  and  which  satisfies  the  prescribed  stock  ownership  re- 
quirements with  respect  to  S.  Also,  no  amount  is  includible  in  P's 
gross  income  under  section  332. 

The  Act  extends  the  period  during  which  the  election  relating  to 
previously  taxed  earnings  can  be  made  until  one  year  after  enact- 
ment of  the  Act. 

The  Act  also  amends  section  1248(g)(2)  to  limit  the  exception  to  a 
shareholder's  gain  that  is  characterized  as  dividend  income  under 
section  356. 

j.  Stapled  stock 

(1)  Collection  of  tax  (sec.   I810(j)(l)  of  the  Act  and  sec. 
269B(b)  of  the  Code) 

Prior  Law 

The  1984  Act  treats  a  foreign  corporation  whose  stock  is  stapled 
to  that  of  a  U.S.  corporation  as  a  U.S.  corporation.  That  corpora- 
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tion  is  thus  taxable  on  its  worldwide  income.  It  is  not  clear,  in 
some  cases,  how  the  United  States  would  collect  the  tax  due  under 
this  rule.  The  1984  Act  requires  the  Secretary  of  the  Treasury  to 
prescribe  such  regulations  as  may  be  necessary  to  prevent  tax 
avoidance  or  evasion  through  the  use  of  stapled  entities. 

Explanation  of  Provision 

The  Act  specifies  that  the  regulations  that  the  Secretary  is  to 
prescribe  pertaining  to  stapled  entities  may  include  regulations 
providing  that  any  tax  imposed  on  a  foreign  corporation  that  the 
Act  treats  as  a  U.S.  corporation  may,  if  that  corporation  does  not 
pay  them,  be  collected  from  the  U.S.  corporation  to  which  it  is  sta- 
pled or  from  the  shareholders  of  the  foreign  corporation.  For  exam- 
ple, assume  that  all  the  interests  in  a  foreign  corporation  are  sta- 
pled to  interests  in  a  U.S.  corporation.  In  that  case,  regulations 
may  provide  that  the  U.S.  corporation  is  liable  for  any  tax  that  the 
foreign  corporation  does  not  pay.  Alternatively,  it  could  be  appro- 
priate to  collect  the  tax  from  the  shareholders  of  the  stapled  for- 
eign corporation. 

(2)  Foreign-owned  corporations  (sec.  1810(j)(2)  of  the  Act  and 
sec.  269B(e)  of  the  Code) 

Prior  Law 

Under  the  stapled  entity  rules  of  the  1984  Act,  a  foreign  corpora- 
tion whose  stock  is  stapled  to  that  of  a  U.S.  corporation  is  treated 
as  a  U.S.  corporation,  whoever  owns  the  two  corporations.  Howev- 
er, the  purpose  of  the  stapled  entity  rules  as  applied  to  foreign  cor- 
porations was,  in  general,  to  prevent  avoidance  of  tax  rules  that 
apply  to  U.S.-controlled  foreign  corporations. 

Explanation  of  Provision 

The  Act  limits  the  stapled  entity  rules  treating  a  foreign  corpora- 
tion as  domestic.  These  rules  will  not  apply  if  it  is  established  to 
the  satisfaction  of  the  Secretary  of  the  Treasury  that  both  the  sta- 
pled foreign  corporation  and  the  U.S.  corporation  to  which  it  is  sta- 
pled are  foreign  owned.  A  corporation  is  foreign  owned  for  this  pur- 
pose if  less  than  half  of  its  stock,  by  vote  or  value,  belongs  directly 
or  indirectly  to  U.S.  persons. 

k.  Insurance  of  related  parties  by  a  controlled  foreign  corporation 
(sec.  1810(k)  of  the  Act  and  sec.  954(e)  of  the  Code) 

Prior  Law 

U.S.  shareholders  of  controlled  foreign  corporations  are  currently 
taxable  on  the  foreign  base  company  services  income  of  those  cor- 
porations. Foreign  base  company  services  income  is  income  derived 
in  connection  with  certain  services  that  satisfy  a  two-pronged  test: 
(1)  they  are  performed  for  or  on  behalf  of  any  person  related  to  the 
controlled  foreign  corporation  and  (2)  they  are  performed  outside 
the  country  under  the  laws  of  which  the  controlled  foreign  corpora- 
tion is  organized.  For  the  purpose  of  the  first  prong  of  this  test,  a 
related   person   was   generally   one   with   more   than   50   percent 
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common  ownership.  The  1984  Act  amended  the  second  prong  of  the 
test  in  the  case  of  insurance  services:  if  the  primary  insured  is  a 
related  person  (defined  more  broadly  in  this  case  to  include  a  10- 
percent  U.S.  shareholder  and  persons  related  to  that  shareholder), 
any  services  performed  with  respect  to  any  policy  of  insurance  or 
reinsurance  will  be  treated  as  having  been  performed  in  the  coun- 
try in  which  the  risk  of  loss  against  which  that  related  person  is 
insured  is  located.  The  1984  Act  did  not  amend  the  definition  of  re- 
lated person  with  respect  to  the  first  prong  of  the  test. 

Explanation  of  Provision 

Provisions  in  Title  XII  of  the  Act  prospectively  replace  the  sub- 
part F  insurance  rules  described  above.  However,  for  periods  of  ap- 
plication of  the  1984  Act  Subpart  F  insurance  rules,  the  Act  makes 
it  clear  that  there  is  a  single  definition  of  related  person  for  the 
purpose  of  determining  the  amount  of  foreign  base  company  serv- 
ices income  that  arises  from  insurance.  In  applying  the  rule  that 
treats  income  from  services  performed  with  respect  to  insurance  or 
reinsurance  for  or  on  behalf  of  related  persons  as  foreign  base  com- 
pany services  income  (the  first  prong  of  the  base  company  services 
income  test),  the  primary  insured  will  be  treated  as  a  related 
person  if  it  is  related  within  the  broad  related  party  rule  used  spe- 
cifically for  insurance  services  under  the  Act — the  rule  that 
reaches  10-percent  U.S.  shareholders  and  persons  related  to  them. 

1.  DeHnition  of  resident  alien  (sec.  1810(1)  of  the  Act  and  sec. 
7701(b)(4)(E)  of  the  Code) 

Prior  Law 

Resident  aliens,  like  U.S.  citizens,  are  subject  to  U.S.  tax  on  their 
worldwide  income  at  the  regular  graduated  rates.  The  1984  Act 
provided  standards  for  determining  whether  an  individual  who  is 
not  a  U.S.  citizen  is  a  resident  alien  for  income  tax  purposes. 

Under  these  standards,  an  individual  is  considered  a  U.S.  resi- 
dent if  the  individual  has  entered  the  United  States  as  a  lawful 
permanent  U.S.  resident  ("green  card  test").  In  addition,  an  indi- 
vidual who  spends  substantial  time  in  the  United  States  in  any 
year  or  over  a  three-year  period  is  generally  a  U.S.  resident  (the 
"substantial  presence  test").  Days  spent  in  the  United  States  as  an 
"exempt  individual,"  a  term  that  includes  certain  teachers,  train- 
ees, and  students  temporarily  present  in  the  United  States  under 
subparagraphs  (F)  and  (J)  of  section  101(15)  of  the  Immigration  and 
Nationality  Act,  do  not  count  as  days  of  U.S.  presence  under  the 
substantial  presence  test.  However,  a  teacher  or  trainee  cannot  be 
an  exempt  individual  in  a  particular  calendar  year  if  the  teacher 
or  trainee  was  exempt  as  a  teacher,  trainee,  or  student  for  any  part 
of  two  of  the  six  preceding  calendar  years.  Thus,  foreign  teachers 
and  trainees  may  work  as  such  in  the  United  States  during  no 
more  than  two  calendar  years  in  any  seven  calendar-year  period 
without  exposing  themselves  to  possible  resident  alien  treatment 
under  the  substantial  presence  test. 

In  1961,  to  relieve  foreign  students,  teachers,  and  scholars  of  U.S. 
tax  liability  that  had  the  effect  of  reducing  the  value  of  their  sti- 
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pends  while  they  were  in  the  United  States,  Congress  provided  that 
compensation  paid  by  a  foreign  employer  to  a  nonresident  alien  in- 
dividual for  the  period  the  individual  is  temporarily  present  in  the 
United  States  as  a  non-immigrant  (under  subparagraph  (F)  or  (J)  of 
section  101(15)  of  the  Immigration  and  Nationality  Act)  is  not  sub- 
ject to  U.S.  tax  (Code  sec.  872(b)(3),  added  by  the  Mutual  Education- 
al and  Cultural  Exchange  Act  of  1961).  Because  foreign  teachers 
and  trainees  who  work  as  such  in  the  United  States  during  more 
than  two  calendar  years  may  become  resident  aliens  under  the  sub- 
stantial presence  test,  some  foreign  teachers  and  trainees  admitted 
to  the  United  States  under  exchange  visitor  programs  during  three 
or  four  calendar  years  whose  foreign  income  would  otherwise  be 
exempt  from  U.S.  tax  under  Code  section  872(b)(3)  were  to  be  sub- 
ject to  U.S.  tax  on  such  income  received  or  accrued  during  their 
third  and  fourth  calendar  years  in  the  United  States. 

Under  the  1984  Act,  alien  individuals  who  move  to  the  United 
States  too  late  in  a  calendar  year  to  satisfy  the  substantial  pres- 
ence test  for  that  calendar  year  were  not  treated  as  U.S.  residents 
for  any  portion  of  that  calendar  year  (unless  they  satisfy  the  green 
card  test  for  some  portion  of  such  year),  even  if  they  satisfy  the 
substantial  presence  test  in  the  following  calendar  year.  Tax  bene- 
fits accorded  to  U.S.  residents — for  example,  personal  exemptions, 
joint  filing  eligibility,  and  ability  to  claim  itemized  deductions — 
were,  therefore,  not  available  to  such  aliens  for  any  portion  of  the 
calendar  year  in  which  they  moved  to  the  United  States. 

Explanation  of  Provision 

The  Act  increases  the  exemption  period  for  teachers  and  train- 
ees, all  of  whose  compensation  would  otherwise  be  exempt  from  tax 
under  the  Mutual  Educational  and  Cultural  Exchange  Act,  to  a 
maximum  of  four  calendar  years.  Under  the  Act,  days  spent  work- 
ing in  the  United  States  as  a  teacher  or  trainee  during  four  calen- 
dar years  in  any  seven  calendar  year  period  do  not  count  as  days  of 
U.S.  presence  for  purposes  of  the  substantial  presence  test  if  all  of 
the  individual's  compensation  is  described  in  section  872(b)(3). 

Under  the  Act,  a  qualifying  alien  individual  may  elect  to  be 
treated  as  a  U.S.  resident  in  a  calendar  year  (the  "election  year") 
in  which  the  individual  is  not  otherwise  treated  as  a  U.S.  resident, 
if  the  individual  meets  the  substance  presence  test  for  the  follow- 
ing calendar  year.  A  qualifying  alien  individual  is  one  who  (1)  was 
not  a  U.S.  resident  in  the  year  preceding  the  election  year;  (2)  is 
present  in  the  United  States  for  at  least  31  consecutive  days  in  the 
election  year;  and  (3)  is  present  in  the  United  States  during  the 
period  beginning  with  the  first  day  of  the  31-day  presence  just  re- 
ferred to  and  ending  with  the  last  day  of  the  election  year  for  a 
number  of  days  equal  to  or  exceeding  75  percent  of  the  number  of 
days  in  such  period.  In  applying  this  75-percent  test,  an  individual 
will  be  treated  as  present  in  the  United  States  for  up  to  5  days 
during  which  he  or  she  was  actually  absent  from  the  country. 

A  qualifying  alien  individual  who  makes  the  new  election  will  be 
treated  as  a  U.S.  resident  only  for  that  portion  of  the  election  year 
which  begins  on  the  first  day  of  the  earliest  presence  period  for 
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which  the  individual  can  satisfy  both  the  31-day  and  75-percent 
tests  described  above. 

For  purposes  of  both  the  75-percent  and  31-day  tests,  an  individ- 
ual will  not  be  treated  as  present  in  the  United  States  on  any  day 
if  the  individual  is  an  exempt  individual  for  that  day  (as  deter- 
mined for  purposes  of  the  substantial  presence  test). 

A  qualifying  alien  individual  must  make  the  election  on  his  or 
her  tax  return  for  the  election  year.  However,  the  election  may  not 
be  made  before  the  individual  has  met  the  substantial  presence  test 
for  the  calendar  year  following  the  election  year.  Once  an  election 
is  made,  it  remains  in  effect  for  the  election  year  unless  revoked 
with  consent  of  the  IRS. 

The  operation  of  the  new  election  provision  is  illustrated  in  the 
following  example:  An  alien  individual  vacations  in  the  United 
States  from  January  1  through  January  31,  1986.  He  returns  to  the 
United  States  on  October  15,  1986,  and  begins  working  on  a  perma- 
nent basis  for  a  U.S.  company  on  that  day.  For  the  remainder  of 
1986,  he  is  absent  from  the  country  for  10  days  only,  from  Decem- 
ber 20  through  December  29.  He  satisfies  the  substantial  presence 
test  in  1987.  He  was  not  a  U.S.  resident  in  1985. 

The  individual  may  elect  to  be  treated  as  a  U.S.  resident  for  1986 
under  the  new  provision.  His  residency  starting  date  is  October  15, 
1986,  because  that  is  the  first  day  of  the  earliest  period  in  1986  for 
which  both  the  31-day  and  75-percent  tests  are  satisfied.  (The  75- 
percent  test  is  not  satisfied  with  respect  to  the  presence  period 
commencing  on  January  1,  1986). 

A  professional  athlete  who  is  temporarily  in  the  United  States  to 
compete  in  one  of  certain  charitable  sports  events  (described  in 
new  sec.  274(1)(1)(B))  is  treated  as  an  exempt  individual  for  that 
day,  so  he  or  she  is  not  treated  as  being  present  in  the  United 
States  on  that  day  for  the  substantial  presence  test.  This  profes- 
sional athlete  amendment  applies  to  periods  after  the  date  of  en- 
actment of  the  1986  Act,  October  22,  1986. 

11.  Compliance  Provisions  (sec.  1811  of  the  Act  and  sees.  6031, 
6050H,  6050K,  6660,  and  7502  of  the  Code) 

Prior  Law 

The  1984  Act  contained  compliance  provisions  requiring  that: 

(1)  Recipients  of  mortgage  interest  report  to  the  payor  and  the 
Internal  Revenue  Service  the  amount  of  mortgage  interest  re- 
ceived; 

(2)  Information  reporting  to  the  Internal  Revenue  Service  and 
the  taxpayers  involved  be  completed  on  exchanges  of  certain  part- 
nership interests; 

(3)  Brokers  furnish  statements  of  substitute  dividend  or  tax- 
exempt  interest  payments; 

(4)  A  penalty  be  imposed  for  substantial  underpayments  of  estate 
or  gift  taxes  attributable  to  valuation  understatements; 

(5)  All  deposits  of  $20,000  or  more  of  any  tax  required  to  be  de- 
posited under  the  provisions  of  section  6302(c)  of  the  Code  that  are 
made  by  any  taxpayer  required  to  deposit  any  tax  under  that  sec- 


73 

tion  more  than  once  a  month  must  be  made  by  the  due  date  of  the 
deposit,  regardless  of  the  method  of  delivery;  and 

(6)  Partnerships  must  report  to  the  IRS  and  provide  a  copy  to  the 
partner  of  each  partner'  s  share  of  specific  items  of  income,  deduc- 
tions, and  other  necessary  information  so  that  the  partner  can 
complete  his  or  her  tax  return. 

Explanation  of  Provision 

The  Act  makes  the  following  changes  to  these  compliance  provi- 
sions: 

(1)  The  Act  provides  that  a  cooperative  housing  corporation  must 
report  to  both  its  tenant-stockholder  and  the  Internal  Revenue 
Service  on  the  tenant-stockholder's  proportionate  share  of  interest 
paid  to  the  cooperative  housing  corporation.  The  Act  also  corrects  a 
citation  to  the  Code  in  the  effective  date  of  a  related  penalty  provi- 
sion. 

(2)  The  Act  corrects  an  internal  reference  in  the  provision  relat- 
ing to  reporting  on  exchanges  of  certain  partnership  interests. 

(3)  The  Act  makes  a  conforming  amendment  to  section  6678  (re- 
lating to  penalties  for  failing  to  file  statements)  to  include  failures 
to  report  the  substitute  payments.  The  Act  also  clarifies  that  the 
penalty  for  intentional  disregard  of  the  requirement  to  report  these 
substitute  payments  to  the  IRS  is  10  percent  of  the  aggregate 
amount  required  to  be  reported. 

(4)  The  Act  provides  a  cross-reference  to  the  definition  of  under- 
payment for  purposes  of  the  penalty  for  valuation  understatements 
with  respect  to  estate  or  gift  taxes. 

(5)  The  Act  clarifies  that  the  new  deposit  rules  apply  to  any  tax- 
payer required,  under  the  provisions  of  section  6302(c),  to  deposit 
any  tax  under  that  provision  more  than  once  a  month. 

(6)  The  Act  improves  information  reporting  by  partnerships 
where  a  partner's  interest  is  held  by  a  nominee. 

12.  Miscellaneous  Reform  Provisions 

a.  Tax  benefit  rule  (sec.  1812(a)  of  the  Act  and  sec.  1511  of  the 
Code) 

Prior  Law 

The  1984  Act  amended  the  rules  of  prior  law  to  more  clearly  re- 
flect economic  reality  in  applying  the  statutory  tax  benefit  exclu- 
sion. To  accomplish  this,  the  1984  Act  repealed  the  prior  law  "re- 
covery exclusion"  concept  and  provided  that  an  amount  is  exclud- 
ible  from  income  only  to  the  extent  it  did  not  reduce  income  sub- 
ject to  tax. 

Explanation  of  Provision 

The  Act  provides  that  an  amount  is  excludible  from  income  only 
to  the  extent  that  it  does  not  reduce  a  taxpayer's  income  tax  under 
chapter  1  of  the  Code.  Thus,  where  a  deduction  reduces  taxable 
income  but  does  not  reduce  tax  (because,  for  example,  the  taxpayer 
is  subject  to  the  alternative  minimum  tax),  recovery  of  the  amount 
giving  rise  to  the  deduction  may  be  excludible  from  income  under 
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section  111.  This  amendment  is  not  intended  to  change  the  result 
in  the  example  set  forth  in  the  committee  reports  accompanying 
the  1984  Act. 

It  is  not  intended  that  the  current  simplified  tax  benefit  compu- 
tation be  changed  for  individual  taxpayers  who  receive  refunds  of 
State  and  local  income  taxes.  A  recomputation  of  the  tax  liability 
for  the  prior  year  is  expected  in  these  situations  only  if  the  taxpay- 
er had  no  taxable  income  in  the  prior  year  or  was  subject  to  the 
alternative  minimum  tax  or  had  credits  that  reduced  their  tax  li- 
ability to  zero.  Other  individual  taxpayers  receiving  refunds  of 
State  and  local  income  taxes  must  continue  to  follow  the  procedure 
set  forth  by  the  IRS  to  determine  whether  their  refund  should  be 
included  in  income.  This  procedure  involves  a  comparison  of  the 
refund  amount  with  the  amount  by  which  the  taxpayer's  itemized 
deductions  for  the  prior  year  exceeded  the  zero  bracket  amount 
(standard  deduction).  The  lesser  of  the  two  amounts  is  included  in 
income  in  the  current  year.  This  simple  procedure,  effectively,  pro- 
duces a  result  comparable  to  that  obtained  by  the  more  complicat- 
ed recomputation  of  the  taxpayer's  tax  liability  for  the  prior  year. 

b.  Low  interest  loans  (sec.  1812(b)  of  the  Act  and  sec.  7872  of  the 
Code) 

Prior  Law 

Section  7872  generally  provides  that  certain  loans  bearing  a 
below-market  rate  of  interest  are  treated  as  loans  bearing  a  market 
rate  of  interest  accompanied  by  a  payment  or  payments  from  the 
lender  to  the  borrower  which  are  characterized  in  accordance  with 
the  substance  of  the  particular  transaction,  e.g.,  gift,  compensation, 
dividend,  etc. 

For  purposes  of  determining  the  appropriate  market  rate  of  in- 
terest as  well  as  the  timing  of  the  deemed  transfers,  section  7872 
distinguishes  between  demand  loans  and  term  loans.  As  presently 
provided  by  section  7872,  a  demand  loan  is  defined  as  a  loan  which 
is  payable  in  full  at  any  time  on  demand  of  the  lender.  A  term  loan 
is  defined  as  any  loan  which  is  not  a  demand  loan.  Section 
7872(f)(5)  provides  that  the  term  demand  loan  includes  (for  pur- 
poses other  than  determining  the  applicable  Federal  rate)  any  loan 
which  is  not  transferable  and  the  benefits  of  the  interest  arrange- 
ments of  which  is  conditioned  on  the  future  performance  of  sub- 
stantial services  by  an  individual. 

For  income  tax  purposes,  in  the  case  of  a  below-market  term 
loan  that  is  not  a  gift  loan  or  a  demand  loan,  section  7872  treats 
the  excess  of  the  amount  loaned  over  the  present  value  of  all  pay- 
ments due  under  the  loan  as  having  been  transferred  from  the 
lender  to  the  borrower  on  the  date  the  loan  is  made.  In  the  case  of 
a  below-market  demand  loan  or  gift  loan,  the  deemed  transfer 
occurs  at  the  end  of  each  calendar  year  and  the  amount  of  the 
deemed  transfer  is  the  foregone  interest  for  that  year. 

In  applying  the  prescribed  market  rate,  section  7872  requires 
semi-annual  compounding  for  non-gift  term  loans,  but  does  not  re- 
quire semi-annual  compounding  for  gift  loans  and  demand  loans. 

Section  7872  also  provides  that  withholding  by  an  employer  is 
not  required  where  a  deemed  payment  arising  from  a  below-market 
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demand  loan  is  in  the  nature  of  compensation.  However,  there  is 
no  similar  exception  from  withholding  where  a  deemed  compensa- 
tion payment  arises  from  a  below-market  term  loan. 

Under  section  7872,  a  loan  to  Israel  at  a  below-market  rate  might 
be  characterized  as  a  loan  bearing  a  market  rate  of  interest  accom- 
panied by  a  non-deductible  gift  to  Israel. 

Under  section  4941,  certain  so-called  acts  of  self-dealing  between 
a  private  foundation  and  a  "disqualified  person"  are  subject  to  pen- 
alty excise  taxes  on  the  amount  involved.  Generally,  a  loan  be- 
tween the  foundation  and  a  disqualified  person  is  an  act  of  self- 
dealing.  However,  an  exception  is  provided  for  interest-free  loans  to 
the  private  foundation,  provided  that  the  proceeds  of  the  loan  are 
used  exclusively  for  certain  designated  charitable  purposes. 

Explanation  of  Provision 

The  definitions  of  term  loan  and  demand  loan  in  section  7872 
appear  to  treat  loans  with  an  indefinite  maturity  as  term  loans. 
However,  it  often  is  impractical  to  treat  a  loan  with  an  indefinite 
maturity  as  a  term  loan,  since  section  7872  requires  the  computa- 
tion of  the  present  value  of  the  payments  due  under  such  a  loan. 
Accordingly,  the  Act  grants  the  Treasury  Department  authority  to 
treat  loans  with  indefinite  maturities  as  demand  loans  rather  than 
term  loans. 

The  Act  modifies  the  special  provision  of  section  7872  that  treats 
certain  term  loans  as  demand  loans  for  the  purpose  of  determining 
the  timing  of  deemed  interest  and  compensation  payments. 

Under  the  Act,  a  loan  would  be  entitled  to  such  treatment  if  the 
benefit  of  the  interest  arrangement  of  the  loan  is  not  transferable 
and  is  contingent  upon  the  performance  of  substantial  future  serv- 
ices by  an  individual.  Thus,  if  a  loan  satisfies  these  conditions,  it 
would  receive  the  special  treatment  even  if  the  lender  or  the  bor- 
rower (or  either)  could  transfer  the  loan. 

The  various  time  value  of  money  provisions  of  the  Code,  (includ- 
ing provisions  relating  to  the  treatment  of  below-market  term 
loans),  generally  require  the  use  of  semi-annual  compounding  in 
calculating  interest.  In  order  to  treat  all  loans  consistently,  the  Act 
provides  that  semi-annual  compounding  will  also  be  required  in 
calculating  interest  with  respect  to  gift  loans  and  demand  loans 
under  section  7872. 

The  Conference  Report  to  the  1984  Act  indicated  that  payments 
of  compensation,  deemed  to  have  been  made  by  section  7872,  would 
be  subject  to  the  information  reporting  requirements  but  not  the 
withholding  requirements  of  the  Code.  ^  ^  The  failure  to  except  from 
the  withholding  requirements  deemed  payments  of  compensation 
arising  from  below-market  term  loans  was  inadvertent,  and  the  Act 
corrects  this  omission. 

The  Act  also  provides  an  exception  from  section  7872  for  loans  to 
Israel  if  the  obligation  is  payable  in  the  United  States  dollars  and 
bears  an  interest  rate  of  not  less  than  4  percent. 


1''  H.  Rep.  98-861,  98th  Cong.,  2d  Sess.  1017  (1984). 
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Further,  the  Act  clarifies  that  in  enacting  section  7872  Congress 
did  not  intend  to  affect  the  definition  of  acts  of  self-dealing  with 
private  foundations. 

c.  Transactions  with  related  persons  (sec.  1812(c)  of  the  Act  and 
sec.  267  of  the  Code) 

Prior  Law 

The  1984  Act  generally  imposes  a  matching  principle  by  placing 
taxpayers  on  the  cash  method  of  accounting  with  respect  to  the  de- 
duction of  amounts  owed  to  a  related  cash-basis  taxpayer.  In  other 
words,  the  deduction  by  the  payor  is  generally  allowed  no  earlier 
than  when  the  related  payee  recognizes  the  corresponding  income. 

The  application  of  the  above  described  rule  is  unclear  when  the 
related  payee  is  a  related  foreign  person  that  does  not,  for  many 
Code  purposes,  include  in  gross  income  foreign  source  income  that 
is  not  effectively  connected  with  a  U.S.  trade  or  business. 

In  addition,  the  1984  Act  also  generally  deferred  losses  on  sales 
of  property  between  corporations  which  are  members  of  the  same 
controlled  group  of  corporations.  An  exception  was  provided  for 
certain  sales  of  inventory  to  or  from  foreign  corporations. 

Explanation  of  Provision 

The  Act  directs  the  Secretary  of  the  Treasury  to  issue  regula- 
tions applying  the  matching  principle  generally  applicable  to  relat- 
ed party  transactions  in  cases  in  which  the  person  to  whom  the 
payment  is  to  be  made  is  not  a  United  States  person.  For  example, 
assume  that  a  foreign  corporation,  not  engaged  in  a  U.S.  trade  or 
business,  performs  services  outside  the  United  States  for  use  by  its 
wholly  owned  U.S.  subsidiary  in  the  United  States.  That  income  is 
foreign  source  income  that  is  not  effectively  connected  with  a  U.S. 
trade  or  business.  It  is  not  subject  to  U.S.  tax  (or,  generally,  includ- 
ible in  the  foreign  parent's  gross  income).  Under  the  Act,  regula- 
tions could  require  the  U.S.  subsidiary  to  use  the  cash  method  of 
accounting  with  respect  to  the  deduction  of  amounts  owed  to  its 
foreign  parent  for  these  services.  In  the  case  of  amounts  accrued  to 
a  controlled  foreign  corporation  by  a  related  person,  regulations 
might  appropriately  require  the  payor's  accounting  method  to  con- 
form to  the  method  that  the  controlled  foreign  corporation  uses  for 
U.S.  tax  purposes. 

Regulations  will  not  be  necessary  when  an  amount  paid  to  a  re- 
lated foreign  person  is  effectively  connected  with  a  U.S.  trade  or 
business  (unless  a  treaty  reduces  the  tax).  In  that  case,  prior  law 
already  imposes  matching.  However,  regulations  may  be  necessary 
when  a  foreign  corporation  uses  a  method  of  accounting  for  some 
U.S.  tax  purposes  (e.g.,  because  some  of  its  income  is  effectively 
connected),  but  when  the  method  does  not  apply  to  the  amount 
that  the  U.S.  person  seeks  to  accrue. 

The  Act  also  provides  that  the  special  exception  from  section  267 
for  sales  of  inventory  to  or  from  foreign  corporations  applies  where 
the  party  related  to  the  foreign  corporation  is  a  partnership. 

For  transfers  after  September  27,  1985,  the  Act  provides  that  the 
provisions  of  section  707(b)(1)(A)  and  707(l3)(2)(A)  will  apply  whether 
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or  not  the  person  constructively  holding  a  50-percent  partnership 
interest  was  himself  a  partner.  In  addition,  the  Act  provides  that 
the  deferral  provisions  of  section  267(a)(2)  will  apply  to  two  part- 
nerships in  which  the  same  persons  hold  a  more  than  50-percent  of 
the  capital  interests  or  profits  interests.  This  rule  is  intended  to  re- 
place the  rule  in  the  Treasury  regulations/^  which  was  suggested 
by  the  1984  Committee  Reports,  relating  to  transactions  between 
related  partnerships  with  common  partners. 

A  transitional  rule  is  provided  for  a  specified  transition  where  in- 
debtedness was  incurred  before  January  1,  1984. 

d.  Federal  Home  Loan  Mortgage  Corporation  ("Freddie  Mac") 
(sec.  1812(d)  of  the  Act,  sees.  243  and  246  of  the  Code,  and  sec. 
177  of  the  Tax  Reform  Act  of  1984) 

Prior  Law 

General  background 

The  1984  Act  repealed  the  prior  law  exemption  from  Federal 
income  tax  of  Freddie  Mac,  effective  January  1,  1985.  Various  tran- 
sition rules  were  included  to  ensure  that,  to  the  extent  possible, 
Freddie  Mac  was  subject  to  tax  only  on  its  post-1984  income. 

The  12  regional  Federal  Home  Loan  Banks,  which  hold  the 
common  stock  of  Freddie  Mac,  are  themselves  exempt  from  tax; 
however,  the  member  institutions  of  the  Home  Loan  Banks  are 
subject  to  tax. 

In  a  transaction  completed  in  early  1985,  Freddie  Mac  issued  a 
new  class  of  preferred  stock  in  itself  to  the  regional  Federal  Home 
Loan  Banks,  which  then  transferred  the  stock  to  their  member  in- 
stitutions. Distributions  with  respect  to  this  preferred  stock  will 
thus  be  paid  directly  to  the  member  institutions.  The  common 
stock  of  Freddie  Mac  continued  to  be  owned  by  the  Federal  Home 
Loan  Banks. 

Dividends  received  deduction 

The  1984  Act  allows  shareholders  of  the  Federal  Home  Loan 
Banks  a  dividend  received  deduction  for  that  portion  of  dividends 
received  from  a  Federal  Home  Loan  Bank  which  is  allocable  to 
dividends  paid  to  the  Federal  Home  Loan  Bank  by  Freddie  Mac  out 
of  Freddie  Mac  earnings  and  profits  for  periods  after  December  31, 
1984.  Special  "stacking"  rules  are  included  in  order  that  a  deduc- 
tion may  be  received  only  with  respect  to  dividends  which  are  prop- 
erly allocable  to  post-1984  earnings  and  profits  of  Freddie  Mac.  No 
dividends  received  deduction  is  allowed  to  member  institutions  for 
dividends  received  from  Federal  Home  Loan  Banks  which  are  allo- 
cable to  Freddie  Mac  earnings  and  profits  which  Freddie  Mac  accu- 
mulated before  January  1,  1985  (i.e.,  prior  to  the  date  of  taxability). 

In  addition  to  these  rules,  the  1984  Act  states  that,  for  all  income 
tax  purposes,  Freddie  Mac  is  to  be  treated  as  having  no  accumulat- 
ed earnings  and  profits  as  of  January  1,  1985.  This  provision  was 
intended  to  ensure  that  the  deduction  for  dividends  received  by 
member  institutions  from  the  Federal  Home  Loan  Banks  would 


»8  Temp.  Reg.  Sec.  1.267(a)-2T(c),  Questions  2  and  3. 
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apply  only  to  the  extent  the  dividends  are  allocable  to  post- 1984 
earnings  and  profits  of  Freddie  Mac  (i.e.,  to  Freddie  Mac  income 
which  has  already  been  subject  to  tax). 

Explanation  of  Provisions 
Dividends  received  deduction 

The  Act  makes  several  adjustments  in  the  dividends  received  de- 
duction for  dividends  allocable  to  post-1984  Freddie  Mac  income. 

First,  the  Act  adds  an  explicit  statutory  rule  stating  that  no  divi- 
dends received  deduction  is  to  be  allowed  with  respect  to  dividends 
paid  by  Freddie  Mac  out  of  earnings  and  profits  accumulated 
before  January  1,  1985  (i.e.,  the  date  of  taxability).  This  rule  is  in 
addition  to  the  prior  law  rule  which  denies  a  dividends  received  de- 
duction for  dividends  paid  by  a  Home  Loan  Bank  which  are  ulti- 
mately allocable  to  pre-1985  Freddie  Mac  income.  Thus,  under  the 
Act,  dividends  received  deductions  would  be  limited  to  amounts  al- 
locable to  post-1984  (i.e.,  taxable)  Freddie  Mac  income,  both  in  the 
case  of  income  distributed  via  the  Federal  Home  Loan  Banks  and 
in  the  case  of  any  dividends  which  may  be  paid  directly  to  Freddie 
Mac  corporate  shareholders  who  are  themselves  subject  to  tax  (e.g., 
member  institutions  which  hold  Freddie  Mac  preferred  stock).  This 
rule  allows  a  dividends  received  deduction  where  necessary  to 
avoid  a  double  corporate-level  tax  on  Freddie  Mac  income.  In  con- 
junction with  this  amendment,  the  prior  law  rule  under  which 
Freddie  Mac  is  treated  as  having  no  accumulated  profits  as  of  Jan- 
uary 1,  1985,  is  repealed. 

Second,  in  the  case  of  income  distributed  via  a  Federal  Home 
Loan  Bank,  the  Act  clarifies  that  no  dividends  paid  by  Freddie  Mac 
may  serve  as  the  basis  for  more  than  one  deduction  for  dividends 
received  from  a  Federal  Home  Loan  Bank.  This  clarification  ap- 
plies both  to  dividends  paid  by  a  Federal  Home  Loan  Bank  in  dif- 
ferent years,  or  when  two  or  more  dividends  are  paid  during  the 
same  year. 

Third,  in  the  case  of  dividends  paid  directly  by  Freddie  Mac  to 
taxable  corporate  shareholders,  the  Act  permits  a  deduction  for 
dividends  received  in  1985,  as  well  as  later  years.  This  result  would 
otherwise  be  prevented  by  a  Code  provision  which  denies  dividends 
received  deductions  for  one  year  after  the  corporation  paying  the 
dividend  ceases  to  be  tax-exempt  (sec.  246(a)(1)). 

Fourth,  the  Act  provides  that  the  earnings  and  profits  of  the  Fed- 
eral Home  Loan  Bank,  for  purposes  of  section  246(a)(2),  is  to  be  de- 
termined as  reported  in  its  annual  financial  statement. 

Tax  treatment  of  preferred  stock  distribution 

The  Act  provides  that,  for  all  purposes  under  the  Code,  the  distri- 
bution of  preferred  stock  by  Freddie  Mac  to  the  Federal  Home 
Loan  Banks  in  late  1984,  and  the  distribution  of  such  stock  by  the 
Federal  Home  Loan  Banks  to  their  member  institutions  in  Janu- 
ary, 1985,  are  to  be  treated  as  if  they  were  distributions  of  money 
in  an  amount  equal  to  the  fair  market  value  of  the  stock  on  the 
date  of  the  distribution  by  the  Federal  Home  Loan  Banks,  followed 
by  the  payment  of  such  money  by  the  member  institutions  to  Fred- 
die Mac  in  return  for  its  stock.  Thus,  under  the  special  rule,  the 
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Federal  Home  Loan  Banks  will  be  treated  as  receiving  cash  divi- 
dends to  the  extent  that  the  money  deemed  received  from  Freddie 
Mac  is  attributable  to  earnings  and  profits  of  Freddie  Mac,  and  the 
earnings  and  profits  of  the  Federal  Home  Loan  Banks  will  be  in- 
creased by  an  equivalent  amount.  The  member  institutions,  in 
turn,  will  be  treated  as  receiving  cash  dividends  from  the  Federal 
Home  Loan  Banks,  to  the  extent  that  the  money  deemed  received 
from  the  Federal  Home  Loan  Banks  is  attributable  to  earnings  and 
profits  of  the  Federal  Home  Loan  Banks  (taking  into  account  the 
earnings  and  profits  resulting  from  the  distribution  from  Freddie 
Mac).  Because  these  dividends  are  allocable  to  pre- 1985  earnings 
and  profits  of  Freddie  Mac,  the  member  institutions  will  not  be  en- 
titled to  a  dividend  received  deduction  with  respect  to  these 
amounts. 

Under  the  special  rule  above,  the  earnings  and  profits  of  Freddie 
Mac  will  be  reduced  by  the  amount  deemed  distributed  to  the  Fed- 
eral Home  Loan  Banks.  If  Freddie  Mac  later  makes  distributions  to 
the  member  institutions  out  of  its  pre-1985  income,  these  distribu- 
tions will  be  treated  as  dividends  (and  will  not  qualify  for  a  divi- 
dends received  deduction)  to  the  extent  (if  any)  that  pre-1985  earn- 
ings and  profits  of  Freddie  Mac  exceeded  the  amount  deemed  dis- 
tributed at  the  time  of  the  preferred  stock  distribution. 

e.  Personal  use  property  (sec.  1812(e)  of  the  Act  and  sees.  280F 
and  4064  of  the  Code) 

Prior  Law 

The  1984  Act  provided  limitations  on  the  maximum  amount  of 
investment  tax  credit  and  depreciation  that  a  taxpayer  may  claim 
with  respect  to  a  passenger  automobile.  The  1984  Act  also  provided 
that  if  use  in  a  trade  or  business  of  listed  property  does  not  exceed 
50  percent,  no  investment  tax  credit  is  available,  and  depreciation 
must  be  determined  on  the  straight  line  method  over  the  earnings 
and  profits  life  of  the  property.  Listed  property  is  any  passenger 
automobile  or  other  means  of  transportation,  any  entertainment, 
recreation,  or  amusement  property,  any  computer,  or  any  other 
property  specified  in  regulations.  However,  any  computer  used  ex- 
clusively at  a  regular  business  establishment  is  not  considered  to 
be  listed  property.  Employee  use  of  listed  property  must  be  for  the 
convenience  of  the  employer  and  a  condition  of  employment  for  the 
employee  to  be  able  to  claim  a  deduction  or  credit  for  the  use  of 
listed  property. 

Explanation  of  Provision 

The  Act  clarifies  the  definition  of  passenger  automobile  by  pro- 
viding that  the  weight  of  the  automobile  shall  not  include  the 
weight  of  the  passengers  or  the  weight  of  any  cargo.  Prior  law  will 
continue  to  apply  to  trucks  and  vans.  A  similar  clarification  is 
made  for  purposes  of  the  gas  guzzler  excise  tax  (sec.  4064).  The 
amendment  to  the  gas  guzzler  tax  will  not  apply  to  any  station 
wagon  if  the  station  wagon  is  a  1985  or  1986  model  manufactured 
before  November  1,  1985,  and  is  originally  equipped  with  more 
than  6  seat  belts. 
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The  Act  exempts  from  the  gas  guzzler  tax  small  manufacturers 
who  lengthen  existing  automobiles. 

The  Act  also  clarifies  that  the  requirements  that,  in  order  to 
take  a  deduction  or  credit,  employee  use  of  listed  property  be  for 
the  convenience  of  the  employer  and  required  as  a  condition  of  em- 
ployment also  apply  to  the  amount  of  any  deduction  allowable  to 
the  employee  for  rentals  or  other  payments  under  a  lease  of  listed 
property. 

The  Act  also  clarifies  that  computers  eligible  for  the  exception 
from  the  definition  of  listed  property  must  be  owned  or  leased  by 
the  person  operating  the  business  establishment,  in  addition  to 
being  used  exclusively  at  a  regular  business  establishment.  See  H. 
Rep.  No.  98-861  (June  23,  1984),  p.  1026  (Conference  Report). 

Further,  the  Act  provides  that,  except  to  the  extent  provided  in 
regulations,  listed  property  used  as  a  means  of  transportation 
(within  the  meaning  of  sec.  280F(d)(4)(A)(ii))  does  not  include  prop- 
erty substantially  all  the  use  of  which  is  in  the  business  of  provid- 
ing unrelated  persons  services  consisting  of  the  transportation  of 
persons  or  property  for  hire. 


B.  Technical  Corrections  to  Life  Insurance  Provisions 

1.  Certain  amounts  not  less  than  surrender  value  of  contract  (sec. 
1821(a)  of  the  Act  and  sec.  807(c)  of  the  Code) 

Prior  Law 

Prior  and  present  law  provide  that  net  increases  or  decreases  in 
reserves  and  similar  items  are  taken  into  account  in  computing  life 
insurance  company  taxable  income  (LICTI).  For  purposes  of  com- 
puting increases  or  decreases  in  life  insurance  reserves,  the 
amount  of  the  reserve  for  any  contract  is  the  greater  of  the  net 
surrender  value  of  such  contract  or  a  Federally  prescribed  reserve; 
the  Federally  prescribed  reserve  requires  a  company  to  use  a  par- 
ticular method  for  determining  the  amount  of  the  reserve,  the  pre- 
vailing State  assumed  interest  rate,  and  the  prevailing  commission- 
er's standard  mortality  or  morbidity  table. 

Among  the  items  for  which  increases  or  decreases  are  taken  into 
account  in  computing  LICTI  are  amounts  (discounted  at  the  appro- 
priate rate  of  interest)  necessary  to  satisfy  the  obligations  under  in- 
surance and  annuity  contracts,  but  only  if  such  obligations  do  not 
involve,  at  the  time  with  respect  to  which  the  computation  is  made, 
life,  accident,  or  health  contingencies.  For  these  purposes,  the  ap- 
propriate rate  of  interest  for  any  obligation  is  the  higher  of  the 
prevailing  State  assumed  interest  rate  as  of  the  time  such  obliga- 
tion first  did  not  involve  life,  accident,  or  health  contingencies  or 
the  rate  of  interest  assumed  by  the  company  (as  of  such  time)  in 
determining  the  guaranteed  benefit.  Prior  law  did  not  provide  that, 
in  computing  increases  or  decreases  in  amounts  discounted  at  the 
appropriate  rate  of  interest,  the  taxpayer  could  take  into  account 
the  net  surrender  value  of  the  contract  if  such  value  was  higher 
than  the  amount  discounted  at  the  appropriate  rate. 

With  respect  to  determining  what  method  should  be  used  in  com- 
puting the  Federally  prescribed  reserves  for  life  insurance  con- 
tracts, the  Deficit  Reduction  Act  of  1984  (the  "1984  Act")  adopted 
the  provision  as  it  was  passed  by  the  Senate.  In  explaining  this,  the 
Statement  of  Managers  for  the  1984  Act  Conference  Report  expand- 
ed the  explanation  previously  made  in  the  Senate  report  with  re- 
spect to  how  annuity  reserves  should  be  revalued  as  of  January  1, 
1984.  In  general,  the  Federally  prescribed  reserve  methods  referred 
to  those  recommended  by  the  NAIC  for  the  particular  type  of  con- 
tract. Thus,  in  computing  any  life  insurance  reserve  (including  an 
annuity  reserve),  a  company  was  to  take  into  account  any  factors 
specifically  recommended  by  the  NAIC.  If  specific  factors  were  not 
recommended  by  the  NAIC  prescribed  reserve  method,  the  prevail- 
ing State  interpretation  of  such  method  should  be  considered  for 
purposes  of  determining  what  factors  can  be  taken  into  account  in 
applying  the  computation  method  for  tax  purposes.  Because  there 
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were  divergent  State  views  on  how  the  Commissioners'  Annuities 
Reserve  Valuation  Method  (CARVM,  the  reserve  method  pre- 
scribed for  annuity  contracts)  should  be  interpreted,  and  there  was 
a  possibility  that  the  NAIC  would  act  to  resolve  State  differences 
by  the  end  of  1984,  the  Statement  of  Managers  indicated  that  if  the 
NAIC  acted  in  1984,  their  recommendations  would  be  given  retro- 
active effect. 

The  NAIC  did  not  act  to  resolve  the  State  differences  on  how 
CARVM  should  be  applied.  Accordingly,  annuity  reserves  should 
have  been  revalued  as  of  January  1,  1984,  in  accordance  with  the 
prevailing  State  interpretation  of  CARVM.  It  is  understood  that, 
through  1983,  the  prevailing  State  interpretation  of  CARVM  was 
that  annuity  reserves  could  be  reduced  by  the  amount  of  any  sur- 
render charges  (whether  or  not  such  charges  were  contingent). 
Thus,  it  was  assumed  that,  failing  action  by  the  NAIC  in  1984,  an- 
nuity reserves  would  be  revalued  and  computed  for  tax  purposes  by 
taking  into  account  any  surrender  charges. 

Explanation  of  Provision 

The  Act  provides  that,  in  computing  the  increases  or  decreases  of 
amounts  discounted  at  interest  under  insurance  and  annuity  con- 
tracts, the  amount  taken  into  account  will  in  no  case  be  less  than 
the  net  surrender  value  of  such  contract.  This  provision  recognizes 
that  amounts  under  these  contracts  discounted  at  the  prevailing 
State  assumed  interest  rate  may  in  fact  yield  a  reserve  item  which 
is  less  than  the  net  surrender  value  guaranteed  by  the  contract. 
The  Act  allows  the  taxpayer  to  recognize  at  least  its  current  liabil- 
ity with  respect  to  obligations  not  involving  life,  accident,  or  health 
contingencies,  as  represented  by  the  guaranteed  net  surrender 
value  of  a  contract.  As  is  the  case  with  life  insurance  reserves, 
however,  the  amounts  taken  into  account  cannot  exceed  the 
amounts  that  would  be  taken  into  account  with  respect  to  such 
contract  as  of  such  time  in  determining  statutory  reserves  (as  de- 
fined in  sec.  809(b)(4)(B)). 

2.  Clarincation  of  deHnition  of  excess  interest  (sec.  1821(b)  of  the 
Act  and  sec.  808(d)(1)  of  the  Code) 

Prior  Law 

Under  prior  law,  excess  interest  was  defined  as  any  amount  in 
the  nature  of  interest  paid  or  credited  to  a  policyholder  in  his  ca- 
pacity as  such,  and  determined  at  a  rate  in  excess  of  the  prevailing 
State  assumed  interest  rate  for  such  contract. 

Explanation  of  Provision 

The  Act  changes  the  definition  of  excess  interest  to  mean  any 
amount  in  the  nature  of  interest  in  excess  of  the  prevailing  State 
assumed  rate  for  such  contract.  This  change  is  intended  to  clarify 
that  the  term  excess  interest  refers  only  to  the  excess  amount  and 
not  to  the  entire  amount  in  the  nature  of  interest  (including  the 
amount  determined  at  the  prevailing  State  assumed  interest  rate). 
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3.  Coordination  of  1984  fresh  start  adjustment  with  certain  accel- 
erations of  policyholder  dividends  deductions  (sec.  1821(c)  of 
the  Act  and  sec.  808  of  the  Code) 

Prior  Law 

Prior  and  present  law  allow  a  deduction  for  dividends  or  similar 
distributions  to  policyholders.  Under  present  law,  the  amount  of 
the  deduction  for  any  taxable  year  is  the  amount  of  policyholder 
dividends  paid  or  accrued  during  the  taxable  year.  Prior  to  the 
1984  Act,  the  amount  of  the  deduction  was  the  amount  of  policy- 
holder dividends  paid  during  the  taxable  year  plus  the  increases  (or 
less  the  decreases)  in  the  reserves  for  policyholder  dividends  that 
were  payable  during  the  year  following  the  taxable  year.  Under  a 
transitional  rule  in  the  1984  Act,  this  change  from  a  reserve  to  an 
accrual  method  was  not  treated  as  a  change  in  a  method  of  ac- 
counting. Thus,  no  income  or  loss  was  recognized  with  respect  to 
amounts  in  existing  policyholder  dividend  reserves,  and  taxpayers 
were  given  a  "fresh  start"  in  computing  their  policyholder  divi- 
dends deduction. 

Explanation  of  Provision 

The  "fresh  start"  under  the  1984  Act  was  granted  with  respect  to 
the  accounting  change  for  policyholder  dividends  on  the  assump- 
tion that  insurance  companies  would  continue  to  follow  their  gen- 
eral business  practice  in  declaring  policy  dividends  at  the  end  of 
the  calendar  year  to  be  payable  on  policy  anniversaries  during  the 
following  calendar  year  only  in  the  event  the  policy  remained  out- 
standing on  such  anniversary.  It  was  understood  that,  given  the 
general  business  practices,  the  1984  Act  change  in  policyholder 
dividends  accounting  had  the  effect  of  delaying  the  deduction  for 
policyholder  dividends  to  the  taxable  year  in  which  they  are  paid. 

It  appears  that  by  guaranteeing  policyholder  dividends  on  termi- 
nation (which  may  not  necessarily  change  the  payment  date  of  pol- 
icyholder dividends)  or  by  changing  the  payment  date  by  making 
policyholder  dividends  available  upon  declaration,  a  company  can 
accelerate  the  deduction  for  approximately  one  half  the  policyhold- 
er dividends  that  would  have  been  deducted  in  the  following  tax- 
able year  if  there  had  been  no  change  in  the  company's  business 
practices  in  declaring  policyholder  dividends.  As  a  practical  matter, 
the  amount  of  the  acceleration  of  the  policyholder  dividend  deduc- 
tion could  be  viewed  as  restoring  a  company,  in  part,  to  the  posi- 
tion it  enjoyed  under  prior  law  with  respect  to  the  timing  of  the 
policyholder  dividends  deduction.  The  "fresh  start"  for  the  change 
in  policyholder  dividends  accounting  was  intended  to  mitigate  the 
detriment  caused  taxpayers  by  a  statutory  change  in  such  account- 
ing; to  the  extent  the  detriment  caused  by  the  statutory  change  is 
mitigated  in  fact  by  a  company's  own  changed  business  practices, 
the  "fresh  start"  was  not  intended  to  give  a  company  additional 
tax  benefits. 

For  these  reasons,  the  Act  adopts  a  provision  that  would  reduce 
a  company's  policyholder  dividends  deduction  by  the  amount  by 
which  the  company's  policyholder  dividends  deduction  was  acceler- 
ated because  of  a  change  in  business  practices.  This  reduction  for 
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an  accelerated  policyholder  dividends  deduction  is  made  before  any 
reduction  for  the  ownership  differential  provision  for  mutual  life 
insurance  companies  and  does  not  exceed  on  a  cumulative  basis  the 
amount  of  a  company's  1984  fresh-start  adjustment  for  policyholder 
dividends.  Also,  the  determination  of  the  amount  of  the  accelerated 
policyholder  dividends  deduction  and  the  amount  of  the  1984  fresh- 
start  adjustment  will  be  made  separately  with  respect  to  each  line 
of  business. 

The  term  "accelerated  policyholder  dividends  deduction"  means 
the  amount  that  would  be  determined  for  the  taxable  year  as  pol- 
icyholder dividends  paid  or  accrued,  but  which  would  have  been  de- 
termined for  a  later  taxable  year  under  the  business  practices  of 
the  company  as  in  effect  at  the  close  of  the  preceding  taxable  year. 
Thus,  the  types  of  changes  in  business  practices  that  would  result 
in  an  accelerated  policyholder  dividends  deduction  include  guaran- 
teeing of  policyholder  dividends  on  termination  for  a  particular 
product  line  or  changing  the  actual  payment  date  of  policyholder 
dividends  (for  example,  by  making  such  dividends  available  upon 
declaration).  On  the  other  hand,  changes  in  plans  of  insurance 
being  sold  or  the  development  of  new  products  will  not  be  treated 
as  resulting  in  an  accelerated  policyholder  dividends  deduction.  For 
example,  the  introduction  and  sale  of  a  universal  life  insurance 
product  that  credits  excess  interest  to  the  cash  surrender  value  on 
a  monthly  basis  and  that  may  depart  from  prior  business  practices 
of  selling  traditional  participating  life  insurance  policies  that  pay 
policyholder  dividends  at  the  policy  anniversary  date  is  not  the 
type  of  change  in  business  practice  covered  by  this  provision. 

Policyholder  dividends  paid  or  accrued  on  policies  issued  after 
December  31,  1983,  generally  will  not  produce  accelerated  policy- 
holder dividends.  However,  a  policy  issued  after  December  31,  1983, 
in  exchange  for  a  substantially  similar  policy  issued  before  Janu- 
ary 1,  1984,  is  treated  as  if  the  policy  were  issued  on  the  date  that 
the  original  policy  was  issued.  For  this  purpose,  whether  policies 
are  substantially  similar  is  determined  without  regard  to  the  time 
of  accrual  of  policyholder  dividends.  Under  this  rule,  an  acceler- 
ated policyholder  dividends  deduction  will  result  if  a  life  insurance 
company  exchanges  an  old  policy  for  a  new  policy  with  substantial- 
ly similar  terms,  except  that  the  new  policy  guarantees  policy  divi- 
dends or  makes  such  dividends  available  upon  declaration. 

Under  the  Act,  certain  policy  exchanges  are  not  treated  as  ex- 
changes for  substantially  similar  policies.  This  provision,  which  ex- 
empts policies  from  the  accelerated  policyholder  dividend  provision, 
applies  if  the  policy  is  a  group  policy  purchased  by  an  employer 
under  a  plan  to  provide  welfare  benefits  (within  the  meaning  of 
sec.  419(e)(2)).  Similarly,  if  a  company  alters  the  terms  of  a  policy 
so  that  the  policy  does  not  constitute  a  welfare  benefit  fund,  such 
an  alteration  is  not  treated  as  a  change  in  business  practice. 

The  Act  specifically  provides  that  this  provision  does  not  apply  to 
a  mere  change  in  the  amount  of  policyholder  dividends.  Thus,  if  a 
company  changes  its  dividends  scale,  for  example,  by  increasing 
the  amount  of  the  policyholder  dividend  over  the  previous  year  or 
by  changing  the  formula  for  determining  the  amount  of  policyhold- 
er dividends  to  include  items  not  previously  considered  in  deter- 
mining the  amount  of  policyholder  dividends  (e.g.,  capital  gains). 
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this  provision  would  not  apply  to  treat  such  change  as  an  accelera- 
tion of  policyholder  dividends  pursuant  to  a  change  in  business 
practices. 

The  cumulative  amount  of  the  reduction  of  a  company's  policy- 
holder dividends  deduction  with  respect  to  a  particular  line  of  busi- 
ness under  this  provision  is  limited  to  the  1984  fresh-start  adjust- 
ment for  policyholder  dividends  with  respect  to  such  business.  Spe- 
cifically, the  1984  fresh-start  adjustment  for  policyholder  dividends 
means  the  amounts  held  as  of  December  31,  1983,  by  the  company 
as  reserves  for  policyholder  dividends  that  were  deductible  in  1983, 
less  dividends  that  accrued  before  January  1,  1984.  Also,  the  adjust- 
ment amount  will  be  properly  reduced  to  reflect  the  amounts  of 
previously  nondeductible  policyholder  dividends  as  determined 
under  prior-law  section  809(f). 

4.  Clarification  of  equity  base  (sec.  1821(d)  of  the  Act  and  sec. 
809(b)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  general  rules  and  definitions 
relating  to  policyholder  dividends  apply  to  stock  and  mutual  life  in- 
surance companies  alike,  but  the  amount  of  the  deduction  for  pol- 
icyholder dividends  for  mutual  companies  is  reduced  by  an  amount 
referred  to  as  the  "differential  earnings  amount."  This  reduction 
reflects  the  concept  that,  to  some  extent,  policyholder  dividends 
paid  by  a  mutual  company  are  distributions  of  the  company's  earn- 
ings to  the  policyholders  in  their  status  as  owners.  The  differential 
earnings  amount  is  computed  by  multiplying  a  company's  average 
equity  base  for  the  taxable  year  by  a  differential  earnings  rate. 

The  term  equity  base  means  an  amount  equal  to  the  statutory 
surplus  and  capital  of  a  company  plus  any  nonadmitted  financial 
assets,  the  excess  of  statutory  reserves  over  tax  reserves,  the 
amount  of  any  mandatory  securities  valuation  reserve,  deficiency 
reserve,  or  voluntary  reserve  (or  similar  liability),  and  50  percent  of 
the  amount  of  any  provision  for  policyholder  dividends  (or  other 
similar  liability)  payable  in  the  following  taxable  year. 

Explanation  of  Provision 

The  Act  clarifies  that  no  item  shall  be  taken  into  account  more 
than  once  in  determining  the  equity  base.  This  clarification  is 
made  to  ensure  that  items  which  are  specifically  included  in  the 
equity  base  are  not  counted  a  second  time  because  they  may  be  in- 
directly included  under  another  item  which  is  included  in  the 
equity  base.  For  example,  deficiency  reserves,  which  are  specifical- 
ly listed  in  the  statute  as  included  in  the  equity  base,  could  also  be 
included  indirectly  as  part  of  the  excess  of  statutory  policy  reserves 
over  tax  reserves,  which  is  also  specifically  included  in  the  equity 
base. 
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5.  DeHnition  of  50  largest  stock  companies  (sec.  1821(e)  of  the  Act 
and  sec.  809(d)(4)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  differential  earnings  amount 
which  reduces  a  mutual  company's  policyholder  dividends  deduc- 
tion is  determined  by  multiplying  the  company's  average  equity 
base  for  the  taxable  year  by  the  differential  earnings  rate  for  the 
taxable  year.  The  differential  earnings  rate  is  the  excess  of  an  im- 
puted earnings  rate  over  the  average  mutual  earnings  rate.  The 
imputed  earnings  rate  is  set  in  the  Code  and  subsequently  adjusted 
to  provide  comparable  treatment  for  stock  and  mutual  companies. 

For  taxable  years  beginning  after  1984,  the  imputed  earnings 
rate  will  be  an  amount  which  bears  the  same  ratio  to  16.5  percent 
as  the  current  stock  earnings  rate  (i.e.,  the  numerical  average  of 
the  rates  of  return  for  the  50  largest  stock  life  insurance  companies 
for  the  3  years  preceding  the  taxable  year)  bears  to  the  base  period 
stock  earnings  rate  (i.e.,  the  numerical  average  of  the  rates  of 
return  for  the  50  largest  stock  companies  for  1981,  1982,  and  1983). 
The  50  largest  stock  companies  are  to  be  determined  by  the  Secre- 
tary of  the  Treasury  on  the  basis  of  gross  assets;  for  these  purposes, 
assets  of  a  company  among  the  50  largest  will  be  aggregated  with 
assets  of  any  affiliated  life  companies.  However,  under  prior  law,  in 
order  to  eliminate  distortions  in  the  computation  of  the  average 
earnings  rate  of  the  50  largest  stock  companies,  the  Secretary 
would  have  had  the  authority  to  omit  from  such  computation  com- 
panies with  aberrational  rates  caused  by  disproportionately  small 
equity  bases  (for  example,  when  a  company  is  close  to  being,  or  is, 
insolvent). 

Explanation  of  Provision 

The  Act  modifies  the  authority  of  the  Secretary  of  the  Treasury 
to  issue  regulations  that  would  exclude  companies  from  the  50  larg- 
est stock  companies.  Under  the  Act,  any  company  that  has  a  nega- 
tive equity  base  is  excluded  from  the  50  largest  stock  companies.  In 
addition,  regulations  could  exclude  additional  companies  from  the 
50  largest  stock  companies  if  the  exclusion  of  those  companies 
would,  by  reason  of  their  small  equity  bases,  seriously  distort  the 
stock  earnings  rate.  An  unlimited  number  of  stock  companies  could 
be  excluded  from  the  group  by  reason  of  their  having  a  negative 
equity  b£ise.  However,  no  more  than  two  companies  could  be  ex- 
cluded from  the  group  of  50  largest  stock  companies  by  reason  of 
the  fact  that  their  earnings  rate  could  seriously  distort  the  stock 
earnings  rate.  In  addition,  distorting  companies  could  be  excluded 
from  the  group  of  50  largest  stock  companies  only  if  their  exclu- 
sion, in  addition  to  the  exclusion  for  the  negative  equity  companies, 
would  not  cause  the  total  number  of  stock  companies  to  be  ex- 
cluded to  exceed  two. 

The  Act  provides  that  a  company  will  be  removed  from  the  group 
of  50  largest  stock  companies  for  the  base  period  if  such  company 
had  a  negative  equity  base  at  any  time  during  1981,  1982,  or  1983. 

The  Act  further  provides  that  only  domestic  stock  companies  (not 
branches  of  foreign  life  insurance  companies)  are  included  in  the 


87 

determination  of  the  50  largest  stock  companies.  Similarly,  the  Act 
provides  that  the  calculation  of  the  average  mutual  earnings  rate 
is  based  on  the  gain  or  loss  from  operations  of  domestic  mutual  life 
insurance  companies  (not  branches  of  foreign  life  insurance  compa- 
nies). 

6.  Clariflcation  of  statement  gain  or  loss  from  operations  (sec. 

1821(f)  of  the  Act  and  sec.  809(g)(1)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  earnings  rate  for  any  life  insur- 
ance company  is  the  percentage,  determined  by  the  Secretary  of 
the  Treasury,  which  a  company's  statement  gain  or  loss  from  oper- 
ations is  of  its  average  equity  base.  Prior  law  provided  that  the 
term  "statement  gain  or  loss  from  operations"  meant  the  net  gain 
or  loss  from  operations  required  to  be  set  forth  in  the  annual  state- 
ment (a)  determined  with  regard  to  policyholder  dividends  (as  de- 
fined in  section  808),  but  without  regard  to  Federal  income  taxes, 
(b)  determined  on  the  basis  of  tax  reserves  rather  than  statutory 
reserves,  and  (c)  properly  adjusted  for  realized  capital  gains  or 
losses  and  other  relevant  items. 

Explanation  of  Provision 

The  Act  revises  the  definition  of  statement  gain  or  loss  from  op- 
erations to  clarify  that  the  term  refers  to  net  gain  or  loss  from  op- 
erations set  forth  in  the  annual  statement,  determined  without 
regard  to  Federal  income  taxes  and  with  further  adjustment  for 
certain  items.  Specifically,  the  Act  clarifies  that  the  "statement 
gain  or  loss  from  operations"  must  be  adjusted  by  substituting  for 
the  amount  shown  on  the  annual  statement  for  policyholder  divi- 
dends the  amount  of  the  deductions  for  policyholder  dividends 
under  section  808,  before  reduction  by  any  differential  earnings 
amount  (i.e.,  without  regard  to  sec.  808(c)(2)).  The  use  of  the  tax 
amount  for  the  policyholder  dividends  deduction  unreduced  by  any 
differential  earnings  amount  is  necessary  to  eliminate  a  circularity 
in  computation  of  the  differential  earnings  amount  and  to  ensure 
that  subsequent  adjustments  in  the  differential  earnings  amount 
have  the  revenue  impact  intended  by  the  ownership  differential 
provision. 

7.  Effect  of  differential  earnings  amount  on  estimated  tax  pay- 

ments (sec.  1821(g)  and  (h)  of  the  Act  and  sec.  809(c)  and  (f) 
of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  differential  earnings  amount 
which  reduces  a  mutual  company's  policyholder  dividends  deduc- 
tion is  determined  by  multiplying  a  company's  average  equity  base 
for  the  taxable  year  by  the  differential  earnings  rate  for  the  tax- 
able year.  The  differential  earnings  rate  is  the  excess  of  an  imput- 
ed earnings  rate  over  the  average  mutual  earnings  rate.  The  im- 
puted earnings  rate  is  set  in  the  Code  and  subsequently  adjusted  to 
provide  comparable  treatment  for  stock  and  mutual  companies. 
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The  differential  earnings  rate  for  the  taxable  year  is  published 
by  the  Secretary  of  the  Treasury  after  all  the  relevant  data  and 
computations  have  been  made. 

The  differential  earnings  amount  for  any  taxable  year  is  recom- 
puted when  sufficient  tax  return  information  is  available  to  deter- 
mine the  average  mutual  earnings  rate  for  the  calendar  year  in 
which  the  taxable  year  begins.  Thus,  the  recomputed  differential 
earnings  rate  for  1984  is  determined  after  the  tax  returns  for  1984 
are  filed,  and  is  based  on  the  average  mutual  earnings  rate  for 
1984.  If  the  recomputed  differential  earnings  amount  computed 
with  respect  to  a  given  taxable  year  exceeds  the  differential  earn- 
ings amount  reported  on  the  company's  tax  return  for  that  year, 
then  the  excess  is  required  to  be  included  in  taxable  income  in  the 
succeeding  taxable  year  (1985,  with  respect  to  the  recomputed  dif- 
ferential earnings  rate  for  1984).  Similarly,  if  the  recomputed  dif- 
ferential earnings  amount  computed  with  respect  to  a  taxable  year 
is  less  than  the  differential  earnings  amount  reported  for  that 
year,  then  the  difference  will  be  allowed  as  a  deduction  in  the  sub- 
sequent taxable  year. 

Explanation  of  Provision 

The  Act  amends  the  definition  of  the  differential  earnings  rate  to 
be  used  for  a  taxable  year  solely  for  purposes  of  estimated  tax  pay- 
ments. Specifically,  the  Act  provides  that  if,  with  respect  to  any  in- 
stallment of  estimated  tax,  the  differential  earnings  rate  for  the 
second  preceding  year  is  less  than  the  differential  earnings  rate  ap- 
plicable to  the  taxable  year  for  which  the  installment  is  paid,  then 
for  purposes  of  applying  additions  to  tax  for  underpayments  of  esti- 
mated tax  with  respect  to  such  installment,  the  amount  of  tax 
shall  be  determined  by  using  the  differential  earnings  rate  for  such 
earlier  year. 

In  providing  this  relief  from  additions  to  tax  for  underpayments 
of  estimated  tax  under  these  limited  circumstances.  Congress  recog- 
nized that,  as  a  practical  matter,  the  Secretary  of  the  Treasury  will 
be  unable  to  collect  the  data  from  the  previous  taxable  year  and 
compute  the  new  differential  earnings  rate  for  the  current  taxable 
year  in  time  for  the  taxpayer  to  use  that  differential  earnings  rate 
to  make  its  initial  estimated  tax  payments. 

The  Act  also  clarifies  that  the  recomputation  of  the  differential 
earnings  amount  with  respect  to  any  taxable  year  will  not  affect 
the  liability  for  estimated  tax  payments  for  the  taxable  year  in 
which  the  recomputed  amount  is  included  in  (or  deducted  from) 
income.  Thus,  a  mutual  company  will  compute  its  tax  liability  for 
1984  by  using  the  statutory  transitional  differential  earnings  rate 
of  7.8  percent.  If  the  recomputed  differential  earnings  rate  for  1984 
exceeds  7.8  percent,  then  the  company  will  be  required  to  include 
in  income  in  1985  the  excess  of  the  recomputed  differential  earn- 
ings amount  over  the  differential  earnings  amount  reported  on  its 
tax  return.  As  a  practical  matter.  Treasury  will  be  unable  to  collect 
the  data  for  1984  and  compute  the  1984  rate  before  1986.  Accord- 
ingly, this  excess  will  not  affect  the  company's  estimated  tax  liabil- 
ity, or  penalties  relating  to  that  liability,  for  1985. 
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8.  Amendments  related  to  proration  formulas  (sec.  1821(i)  of  the 
Act  and  sec.  812  of  the  Code) 

Prior  Law 

Prior  and  present  law  retain  the  concept  that  items  of  invest- 
ment yield  should  be  allocated  between  policyholders  and  the  com- 
pany. Because  reserve  income  increases  may  be  viewed  as  being 
funded  proportionately  out  of  taxable  and  tax-exempt  income,  the 
net  increase  and  net  decrease  in  reserves  are  computed  by  reducing 
the  ending  balance  of  the  reserve  items  by  the  policyholders'  share 
of  tax-exempt  interest.  The  policyholders'  share  of  any  item  is  100 
percent  of  the  item  reduced  by  the  company's  share  of  the  item. 
The  company's  share  is  defined  as  the  percentage  obtained  by  di- 
viding the  company's  share  of  net  investment  income  by  total  net 
investment  income.  Net  investment  income  is  defined  as  90  percent 
of  gross  investment  income.  Gross  investment  income  is  generally 
all  income  from  investments,  including  tax-exempt  interest,  and 
not  including  100-percent  dividends  except  to  the  extent  such  divi- 
dends are  paid  directly  or  indirectly  out  of  tax-exempt  income.^ 
The  definition  of  net  investment  income  as  90  percent  of  gross  in- 
vestment income  was  believed  to  reflect  generally  the  historical 
level  of  industry  investment  expenses. 

The  company's  share  of  net  investment  income  is  the  excess  of 
net  investment  income  over  the  sum  of:  (1)  required  interest  (at  the 
prevailing  State  assumed  rate)  for  reserves;  (2)  the  deductible  por- 
tion of  any  excess  interest;  (3)  the  deductible  portion  of  any  amount 
in  the  nature  of  interest  (whether  or  not  a  policyholder  dividend) 
credited  to  a  policyholder  or  customer  fund  under  a  pension  plan 
contract  for  employees  not  yet  retired  or  to  a  deferred  annuity  con- 
tract before  the  annuity  starting  date  and  not  taken  into  account 
in  (1)  or  (2);  and  (4)  a  fraction  (referred  to  as  the  "minifraction")  of 
the  deductible  portion  of  policyholder  dividends  (not  including  the 
deductible  portion  of  any  amounts  previously  included  under  (1), 
(2),  or  (3),  and  not  including  the  deductible  portion  of  any  premium 
or  mortality  charge  adjustments  associated  with  a  contract  for 
which  excess  interest  was  credited  during  the  taxable  year). 

The  deductible  portion  of  any  policyholder  dividend  is  that  por- 
tion remaining  after  a  pro-rata  reduction  of  all  policyholder  divi- 
dends by  the  differential  earnings  amount  under  section  809  (if  ap- 
plicable). The  fraction  of  the  deductible  portion  of  policyholder  divi- 
dends to  be  included  is  determined  by  applying  the  minifraction. 
The  numerator  of  the  minifraction  is  gross  investment  income  (in- 
cluding tax-exempt  income),  less  required  interest,  excess  interest 
and  the  amounts  credited  to  pension  plan  contracts  and  deferred 
annuities  (items  (1),  (2),  and  (3)  described  above).  The  denominator 
of  the  minifraction  is  gross  income  (including  tax-exempt  income), 
less  net  increases  in  reserve  items. 


'  100-percent  dividends  are  those  which  would  be  eligible  for  the  100-percent  dividends-re- 
ceived deduction,  assuming  the  recipient  is  not  a  foreign  corjKjration. 
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Explanation  of  Provision 

The  Act  amends  the  definition  of  required  interest  to  provide 
that,  if  the  prevailing  State  assumed  interest  rate  is  not  used,  an- 
other appropriate  rate  is  to  be  used  in  calculating  required  inter- 
est. 

Under  the  Act,  the  definition  of  the  company's  share  of  net  in- 
vestment income  is  amended  to  clarify  that,  in  arriving  at  such 
amount,  net  investment  income  should  be  reduced  by  all  interest 
paid  to  a  depositor  or  any  customer  for  the  services  provided  by  the 
life  insurance  company,  whether  it  is  interest  guaranteed  on  the 
contract  (like  required  interest)  or  excess  interest.  For  example,  net 
investment  income  should  be  reduced  by  all  interest  paid  on  depos- 
it administration  contracts  that  provide  no  permanent  purchase 
rate  guarantees;  although  the  purchaser  of  such  a  contract  may 
not  technically  be  a  "policyholder,"  the  purchaser  may  be  viewed 
as  a  depositor  or  a  customer  for  the  services  provided  by  the  life 
insurance  company. 

The  Act  eliminates  a  circularity  problem  existing  under  the  lan- 
guage of  prior  law  in  determining  the  minifraction  to  be  used  for 
purposes  of  computing  the  gross  investment  income's  proportionate 
share  of  policyholder  dividends.  Specifically,  the  Act  redefines  the 
denominator  of  the  minifraction  to  be  life  insurance  gross  income 
reduced  by  the  excess  (if  any)  of  the  closing  balance  for  the  reserve 
items  described  in  section  807(c)  over  the  opening  balance  for  such 
items  for  the  taxable  year.  It  further  generally  states  that,  for  pur- 
poses of  computing  the  denominator,  life  insurance  gross  income 
shall  be  determined  by  including  tax-exempt  interest  (as  under 
present  law)  and  by  computing  any  decreases  in  reserves  without 
any  reduction  of  the  closing  balance  of  the  reserve  items  by  the 
company's  share  of  tax-exempt  interest. 

In  addition,  the  Act  refines  the  definition  of  net  investment 
income  to  take  into  account  the  fact  that  investment  expenses  with 
respect  to  assets  held  in  segregated  asset  accounts  have  historically 
been  smaller  than  those  with  respect  to  general  account  assets.  Ac- 
cordingly, in  the  case  of  gross  investment  income  attributable  to 
assets  held  in  segregated  asset  accounts  underlying  variable  con- 
tracts, the  Act  defines  net  investment  income  to  mean  95  percent, 
rather  than  90  percent,  of  gross  investment  income. 

Further,  for  purposes  of  computing  net  increases  or  decreases  in 
reserves  and  for  purposes  of  the  proration  formula,  the  Act  pro- 
vides that  the  terms  "gross  investment  income"  and  "tax-exempt 
interest"  shall  not  include  any  interest  received  with  respect  to  a 
securities  acquisition  loan  (an  ESOP  loan)  as  defined  in  section 
133(b).  Also,  for  purposes  of  determining  the  gross  investment  in- 
come's proportionate  share  of  policyholder  dividends,  "life  insur- 
ance gross  income"  shall  not  include  the  interest  on  a  securities  ac- 
quisition loan.  This  amendment  more  fully  implements  the  inten- 
tion of  Congress  when  it  provided  an  exclusion  from  gross  income 
for  50  percent  of  the  interest  received  on  a  securities  acquisition 
loan,  that  is,  to  encourage  financial  institutions  to  make  loans  to 
ESOPs  and  to  employers  who  maintain  leveraged  ESOPs. 
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9.  Treatment  of  foreign  life  insurance  companies  (sec.  1821(j)  of 

the  Act  and  sec.  813(a)  of  the  Code) 

Present  Law 

In  general,  under  present  law,  foreign  corporations  are  subject  to 
U.S.  tax  only  on  certain  U.S.-source  income  and  on  income  that  is 
effectively  connected  with  a  trade  or  business  conducted  in  the 
United  States.  A  foreign  corporation  carrying  on  an  insurance  busi- 
ness within  the  United  States,  which  would  qualify  as  a  life  insur- 
ance company  if  it  were  a  U.S.  corporation,  is  taxable  like  a  U.S. 
life  insurance  company  on  its  income  effectively  connected  with  its 
conduct  of  any  U.S.  trade  or  business.  The  determination  of  wheth- 
er a  foreign  corporation  would  qualify  as  a  life  insurance  company 
considers  only  the  income  of  the  corporation  that  is  effectively  con- 
nected with  the  conduct  of  its  business  carried  on  in  the  United 
States. 

A  special  rule  alters  the  U.S.  tax  on  foreign  life  insurance  com- 
panies doing  business  in  the  United  States  if  they  hold  a  relatively 
small  surplus  in  the  United  States.  If  a  foreign  life  insurance  com- 
pany's surplus  held  in  the  United  States  is  less  than  a  specified 
minimum  amount,  then  the  company  must  increase  its  income  by 
the  product  of  (1)  the  excess  of  the  required  minimum  surplus  over 
actual  surplus,  and  (2)  its  current  investment  yield. 

Explanation  of  Provision 

The  Act  clarifies  how  a  foreign  life  insurance  company  doing 
business  in  the  United  States  should  compute  its  life  insurance 
company  taxable  income  if  additional  income  has  been  imputed  be- 
cause actual  surplus  held  in  the  United  States  is  less  than  the  re- 
quired minimum  surplus.  Specifically,  any  amount  of  income  im- 
puted by  the  special  adjustment  to  income  under  section  813  shall 
be  added  to  life  insurance  gross  income  (before  computing  the 
amount  of  the  special  life  insurance  company  deduction  and  the 
small  life  insurance  company  deduction),  and  such  increase  in 
income  shall  be  included  in  gross  investment  income. 

10.  Treatment  of  certain  distributions  to  shareholders  from  pre- 

1984  policyholders  surplus  account  (sec.  1821(k)  of  the  Act 
and  sec.  815  of  the  Code) 

Prior  Law 

In  general,  the  1984  Act  eliminated  any  further  deferral  of  tax 
through  additions  to  a  policyholders  surplus  account  with  regard  to 
income  for  1984  and  later  years.  Although  companies  are  not  able 
to  enlarge  their  policyholders  surplus  account  after  1983,  they  will 
not  be  taxed  on  previously  deferred  amounts  unless  such  amounts 
are  treated  as  distributed  to  shareholders  or  are  subtracted  from 
the  policyholders  surplus  account  under  rules  that  are  comparable 
to  those  provided  under  the  1959  Act,  but  that  reflect  the  basic 
changes  in  the  tax  structure  under  the  1984  Act. 

Prior  and  present  law  provide  that  any  direct  or  indirect  distri- 
bution to  shareholders  from  an  existing  policyholders  surplus  ac- 
count of  a  stock  life  insurance  company  will  be  subject  to  tax  at  the 
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corporate  rate  in  the  taxable  year  of  distribution.  For  these  pur- 
poses, the  term  distribution  includes  actual  or  constructive  distri- 
butions. ^  When  there  are  distributions  from  the  policyholders  sur- 
plus account,  the  amount  of  the  distribution  (whether  actual  or 
deemed,  or  the  indirect  use  of  amounts  in  the  policyholders  surplus 
account  for  the  benefit  of  shareholders)  is  taxed  in  addition  to  life 
insurance  company  taxable  income  (LICTI)  and  not  as  part  of  the 
LICTI  computation.  Thus,  distributions  from  the  policyholders  sur- 
plus account  cannot  be  offset  by  life  insurance  company  losses  and 
are  not  subject  to  the  special  and  small  life  insurance  company  de- 
ductions. 

Explanation  of  Provision 

The  citation  in  the  legislative  history  of  the  1984  Act  to  Union 
Bankers  Insurance  Company  indicated  the  type  of  fact  situations  in 
which  liability  for  a  tax  on  distributions  from  a  policyholders  sur- 
plus account  could  arise.  The  1984  Act  emphasis  on  taxing  both 
direct  and  indirect  distributions  from  the  policyholders  surplus  ac- 
count was  intended  to  be  construed  more  broadly  than  under  the 
1959  Act,  causing  certain  uses  of  policyholders  surplus  account 
funds  to  be  treated  as  a  distribution  therefrom,  whether  or  not 
there  was  a  distribution  under  general  corporate  tax  provisions. 

The  Act  clarifies  what  would  constitute  an  indirect  distribution 
from  the  policyholders  surplus  account  by  providing  that  a  direct 
or  indirect  distribution  does  not  include  a  bona  fide  loan  with 
arm's-length  terms  and  conditions.  An  indirect  distribution  will  be 
treated  as  occurring  whenever  policyholders  surplus  account  funds 
are  used  to  benefit  the  shareholders  indirectly.  For  example,  this 
may  occur  by  using  such  funds  to  purchase  stock  of  a  parent  or  an 
affiliated  company  or  by  using  such  funds  to  make  loans  within  an 
affiliated  group  for  less  than  adequate  consideration.  Whether  or 
not  a  loan  is  made  with  arm's-length  terms  and  conditions  may  be 
determined  by  reference  to  section  482  (relating  to  the  allocation  of 
income  and  deductions  among  taxpayers)  and  the  regulations 
thereunder. 

In  the  case  of  any  loan  made  before  March  1,  1986,  the  amount 
that  will  be  treated  as  an  indirect  distribution  from  the  policyhold- 
ers surplus  account  due  to  the  absence  of  arm's  length  terms  and 
conditions  will  be  limited  to  the  foregone  interest  on  the  loan.  The 
amount  of  foregone  interest  will  be  determined  by  using  the  lowest 
rate  which  would  have  met  the  arm's  length  requirements  for  a 
loan  with  the  same  terms  and  conditions.  This  rule  continues  to 
apply  unless  the  loan  is  renegotiated,  extended,  renewed,  or  revised 
on  or  after  March  1,  1986. 

The  Act  also  reinstates  a  prior  law  provision  (section  819(b)) 
which  provides  rules  applicable  to  distributions  from  policyholders 
surplus  accounts  of  foreign  life  insurance  companies  doing  business 
in  the  United  States. 


"  See  Union  Bankers  Insurance  Company  v.  Commissioner,  64  T.C.  807  (1975). 
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11.  Treatment  of  deficiency  reserves  (sec.  1821(1)  of  the  Act  and 
sec.  816  of  the  Code) 

Prior  Law 

Because  of  a  general  change  in  State  law,  as  well  as  new  rules 
for  computing  tax  reserves,  a  provision  that  had  specifically  ex- 
cluded deficiency  reserves  from  the  definition  of  life  insurance  re- 
serves and  total  reserves  was  eliminated  under  the  1984  Act.  The 
prior-law  rules  for  computing  tax  reserves  prohibited  a  company 
from  taking  into  account  any  State  requirements  for  "deficiency  re- 
serves" caused  by  a  premium  undercharge  for  purposes  of  comput- 
ing the  company's  increases  or  decreases  in  life  insurance  reserves. 

Explanation  of  Provision 

The  Act  reinstates  the  exclusion  of  deficiency  reserves  from  the 
definition  of  life  insurance  reserves  and  total  reserves  solely  for 
purposes  of  section  816,  which  defines  a  life  insurance  company, 
and  section  813(a)(4)(B),  which  defines  surplus  held  in  the  United 
States  for  foreign  life  insurance  companies  doing  business  in  the 
United  States.  The  treatment  of  deficiency  reserves  under  the  1984 
Act  was  not  intended  to  have  a  substantive  effect  on  the  qualifica- 
tion of  a  company  as  a  life  insurance  company  or  on  the  computa- 
tion of  surplus  held  in  the  United  States  for  foreign  life  insurance 
companies. 

12.  Treatment  of  certain  nondiversified  contracts  (sec.  1821(m)  of 

the  Act  and  sec.  817(h)  of  the  Code) 

Prior  Law 

Prior  and  present  law  provide  special  rules  for  variable  life  in- 
surance or  annuity  contracts,  or  pension  plan  contracts  with  re- 
serves based  on  segregated  asset  accounts  (generally  referred  to  as 
variable  contracts).  In  addition  to  the  rules  for  separate  accounting 
with  respect  to  variable  contracts,  prior  and  present  law  grant  the 
Secretary  of  the  Treasury  regulatory  authority  to  prescribe  diversi- 
fication standards  for  investments  of  segregated  asset  accounts  un- 
derlying variable  contracts. 

In  addition,  prior  and  present  law  include  specific  statutory  di- 
versification guidance  for  segregated  accounts  that  are  at  least  as 
diversified  as  regulated  investment  companies  (if  no  more  than  55 
percent  of  assets  are  held  in  cash  items,  government  securities,  and 
securities  of  regulated  investment  companies),  for  variable  life  in- 
surance contracts  based  on  investments  in  Treasury  securities,  and 
for  segregated  accounts  using  investment  funds  that  are  not  avail- 
able to  the  public.  If  a  segregated  asset  account  underlying  a  vari- 
able contract  does  not  meet  the  prescribed  diversification  stand- 
ards, the  contract  will  not  be  treated  as  an  annuity  or  as  life  insur- 
ance for  tax  purposes. 

Under  prior  and  present  law,  the  beneficial  interest  in  a  regulat- 
ed investment  company  is  not  treated  as  one  investment  if  all  of 
the  beneficial  interests  in  such  company  or  trust  are  held  by  one  or 
more  segregated  asset  accounts  of  one  or  more  insurance  compa- 
nies. Thus,  a  segregated  asset  account  is  treated  as  owning  a  pro- 
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rata  share  of  the  underlying  investments  in  the  regulated  invest- 
ment company  or  trust. 

Explanation  of  Provision 

The  Act  clarifies  the  exception  for  variable  life  insurance  con- 
tracts based  on  investments  in  Treasury  securities.  Generally,  the 
investments  made  by  any  segregated  asset  account  with  respect  to 
a  variable  life  insurance  contract  will  be  treated  as  adequately  di- 
versified to  the  extent  invested  in  securities  issued  by  the  United 
States  Treasury.  Congress  intends  that  the  Treasury  Department, 
in  issuing  regulations  relating  to  the  adequate  diversification  re- 
quirement, will  provide  guidance  as  to  how  the  diversification  re- 
quirement applies  to  the  assets  of  the  segregated  asset  account  that 
are  not  invested  in  securities  issued  by  the  United  States  Treasury. 

In  addition,  the  Act  provides  that,  if  all  the  beneficial  interests 
in  a  regulated  investment  company  or  any  trust  are  held  by  one  or 
more  (a)  insurance  companies  (or  affiliated  companies)  in  their  gen- 
eral account  or  in  segregated  asset  accounts,  or  (b)  fund  managers 
(or  affiliated  companies)  in  connection  with  the  creation  or  man- 
agement of  the  regulated  investment  company  or  trust,  the  diversi- 
fication requirements  shall  be  applied  by  taking  into  account  the 
assets  held  by  such  regulated  investment  company  or  trust.  This 
revision  of  the  prior  law  "look  through"  rule  generalizes  and 
broadens  the  statutory  language  to  allow  for  the  ownership  of  fund 
shares  by  an  insurance  company  or  fund  manager  for  administra- 
tive convenience,  in  operating  an  underlying  investment  fund. 

Congress  intends  that,  for  purposes  of  determining  whether  a 
variable  contract  is  adequately  diversified,  the  types  of  situations 
grandfathered  in  Rev.  Ruls.  77-85,  80-274,  and  81-225  will  continue 
to  be  grandfathered  under  Treasury  regulations.  Further,  Congress 
expects  the  Treasury  Department  to  provide  a  reasonable  time 
after  issuance  of  regulations  relating  to  the  diversification  require- 
ments during  which  an  insurance  company  that  relied  on  private 
letter  rulings  issued  under  the  guidelines  of  those  revenue  rulings 
can  diversify  the  assets  of  a  segregated  asset  account. 

13.    Treatment    of    certain    deferred    compensation    plans    (sec. 
1821(n)  of  the  Act  and  sec.  818(a)(6)(A)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  diversification  requirements  pre- 
scribed by  Treasury  for  segregated  asset  accounts  underlying  vari- 
able contracts  do  not  apply  with  respect  to  pension  plan  contracts. 
Pension  plan  contracts  refer  generally  to  contracts  used  for  quali- 
fied pension,  profit-sharing,  and  stock  bonus  plans,  qualified  annu- 
ity plans,  individual  retirement  accounts,  or  governmental  plans 
(within  the  meaning  of  sec.  414(d))  which  provide  retirement  bene- 
fits. 

Explanation  of  Provision 

The  Act  clarifies  the  definition  of  a  pension  plan  contract  to  in- 
clude an  eligible  State  deferred  compensation  plan  (within  the 
meaning  of  sec.  457(b)). 
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14.  Dividends  within  afHliated  group  (sec.  1821(o)  of  the  Act  and 

sec.  818(e)  of  the  Code) 

Prior  Law 

In  addition  to  the  general  rules  applicable  to  affiliated  groups 
filing  consolidated  returns,  prior  and  present  law  provide  a  specific 
rule  that,  if  an  election  to  file  a  consolidated  return  is  in  effect 
with  respect  to  an  affiliated  group  for  the  taxable  year,  all  items  of 
the  members  of  such  group  which  are  not  life  insurance  companies 
shall  not  be  taken  into  account  in  determining  the  amount  of  the 
tentative  LICTI  of  members  of  such  group  which  are  life  insurance 
companies. 

Prior  law,  as  adopted  under  the  1984  Act,  omitted  a  pre-1984  Act 
provision  (prior  law  sec.  818(f)(1))  that  provided  a  special  rule  for  a 
life  insurance  company  filing  or  required  to  file  a  consolidated 
return.  Generally,  this  provision  required  that  a  company  compute 
its  policyholders'  share  of  investment  yield  as  if  such  company 
were  not  filing  a  consolidated  return. 

Explanation  of  Provision 

The  Act  reinstates  the  prior-law  provision  of  section  818(f)(1)  with 
minor  modifications  to  reflect  changes  in  the  general  tax  structure 
for  life  insurance  company  taxation.  The  Act  provides  that,  in  the 
case  of  a  life  insurance  company  filing  or  required  to  file  a  consoli- 
dated return  with  respect  to  any  affiliated  group  for  any  taxable 
year,  any  determination  under  part  I  of  subchapter  L  with  respect 
to  any  dividend  paid  by  one  member  of  such  group  to  another 
member  of  such  group  shall  be  made  as  if  such  group  were  not 
filing  a  consolidated  return.  This  reinstatement  of  the  prior-law 
provision  is  necessary  to  maintain  the  integrity  of  the  proration 
rule  for  tax-exempt  interest  and  the  intercorporate  dividend  deduc- 
tion between  policyholders  and  the  company. 

15.  Treatment  of  dividends  from  subsidiaries  (sec.  1821(p)  of  the 
Act  and  sec.  805(a)(4)  of  the  Code) 

Prior  Law 

In  general,  under  prior  and  present  law,  the  deduction  for  inter- 
corporate dividends  received  by  a  life  insurance  company  is  prorat- 
ed between  the  company  and  the  policyholders  in  proportion  to  the 
company's  share  and  the  policyholders'  share  of  net  investment 
income.  However,  "100  percent  dividends"  generally  are  not  subject 
to  proration  except  to  the  extent  that  they  are  attributable  to  tax- 
exempt  interest  or  dividends  that  would  not  qualify  as  100  percent 
dividends  in  the  hands  of  the  taxpayer.  Under  prior  law,  this  limit- 
ed proration  of  "100  percent  dividends"  applied  whether  the  corpo- 
ration making  the  distribution  was  a  life  insurance  company  or  a 
corporation  not  taxed  as  a  life  insurance  company. 

Explanation  of  Provision 

The  Act  adds  a  special  rule  in  the  case  of  certain  100  percent 
dividends  received  from  a  life  insurance  subsidiary.  Under  the  Act, 
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in  the  case  of  any  100  percent  dividend  paid  to  a  life  insurance 
company  for  any  taxable  year  after  December  31,  1983,  by  another 
life  insurance  company,  a  portion  of  the  deduction  under  sections 
243,  244,  or  245(b)  (as  the  case  may  be)  is  disallowed  if  the  payor 
company's  share  determined  under  the  proration  rules  exceeds  the 
payee  company's  share  for  the  payee  company's  taxable  year  in 
which  the  dividend  is  received  or  accrued. 

The  portion  of  the  deduction  that  is  disallowed  is  the  percentage 
obtained  by  subtracting  the  payee  company's  share  from  the  payor 
company's  share  multiplied  by  the  portion  of  the  dividend  attribut- 
able to  prorated  amounts.  Prorated  amounts  include  tax-exempt  in- 
terest income  and  dividends  other  than  100  percent  dividends. 

In  determining  the  portion  of  a  dividend  attributable  to  prorated 
amounts,  any  dividend  by  the  payor  company  is  treated  as  coming 
first  out  of  earnings  and  profits  for  taxable  years  beginning  after 
December  31,  1983,  attributable  to  prorated  amounts.  In  addition, 
the  portion  attributable  to  prorated  amounts  is  calculated  by  deter- 
mining the  portion  of  earnings  and  profits  attributable  to  prorated 
amounts  without  any  reduction  for  Federal  income  taxes. 

In  addition,  the  Act  provides  that  similar  rules  apply  in  the  case 
of  100  percent  dividends  paid  by  an  insurance  company  which  is 
not  a  life  insurance  company.  Thus,  for  example,  similar  rules 
apply  where  a  life  insurance  company  receives  a  100  percent  divi- 
dend from  a  property  and  casualty  insurance  company. 

16.  Special  rule  for  application  of  high  surplus  mutual  rules  (sec. 
1821(q)  of  the  Act  and  sec.  809(1)  of  the  Code) 

Prior  Law 

The  1984  Act  provided  a  5-year  transition  rule  for  high  surplus 
mutual  life  insurance  companies  for  purposes  of  applying  the  own- 
ership differential  provision.  Under  prior  law,  a  company  was  a 
high  surplus  company  if  its  equity  base  to  asset  ratio  for  1984  ex- 
ceeded a  specified  percentage  of  assets.  Under  prior  and  present 
law,  a  high  surplus  company  need  not  apply  the  differential  earn- 
ings rate  to  the  excess  portion  of  its  equity  base.  The  amount  of 
any  excess  equity  not  taken  into  account  in  applying  the  differen- 
tial earnings  rate  decreases  ratably  each  year  until  1989  when  the 
entire  equity  base  of  a  high  surplus  company  is  subject  to  the  dif- 
ferential earnings  rate.  The  amount  of  excess  equity  taken  into  ac- 
count by  any  mutual  life  insurance  company  for  any  year  (before 
being  phased  down  ratably  over  the  5-year  period  of  the  transition- 
al rule)  cannot  exceed  the  amount  of  the  excess  equity  determined 
for  1984. 

For  purposes  of  determining  whether  a  company  is  a  high  sur- 
plus company,  the  assets  taken  into  account  in  the  equity  to  asset 
ratio  include  all  assets  (e.g.,  certain  nonadmitted  assets)  taken  into 
account  in  determining  its  equity  base  including  any  additional 
equity  attributed  to  the  mutual  because  of  the  rules  for  the  treat- 
ment of  stock  life  companies  owned  by  mutual  life  insurance  com- 
panies. Thus,  all  the  assets  of  any  life  insurance  subsidiary  whose 
equity  is  included  in  equity  of  the  parent  mutual  company,  as  well 
as  any  assets  of  separate  asset  accounts,  are  included  in  assets  for 
purposes  of  applying  the  high  surplus  transitional  rule. 


97 

Explanation  of  Provision 

Under  the  Act,  in  the  case  of  any  mutual  Ufe  insurance  company 
that  was  incorporated  on  February  23,  1888,  and  acquired  a  stock 
subsidiary  during  1982,  the  amount  of  the  company's  excess  equity 
base  for  its  first  taxable  year  beginning  in  1984,  for  purposes  of  the 
high  surplus  mutual  company  rule,  is  $175  million.  This  provision 
applies  without  regard  to  any  other  provision  that  would  otherwise 
limit  the  company  s  excess  equity  base. 

17.  Changes  in  tables  for  contracts  for  which  there  are  no  com- 
missioners' standard  tables  (sec.  1821(s)  of  the  Act  and  sec. 
807(d)(5)(C)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  amount  of  the  reserve  for  any 
contract  is  determined  by  using  the  tax  reserve  method  applicable 
to  the  contract,  the  prevailing  State  assumed  interest  rate,  and  the 
prevailing  commissioners'  standard  tables  for  mortality  and  mor- 
bidity (with  certain  adjustments).  The  term  "prevailing  commis- 
sioners' standard  tables"  generally  means  the  most  recent  such 
tables  permitted  to  be  used  in  computing  reserves  for  that  type  of 
contract  under  the  insurance  laws  of  at  least  26  States  when  the 
contract  was  issued.  If  there  are  not  commissioner's  standard 
tables  applicable  to  any  contract  when  it  is  issued,  the  mortality 
and  morbidity  tables  used  for  this  purpose  are  to  be  determined 
under  regulations  prescribed  by  the  Secretary  of  the  Treasury. 

Explanation  of  Provision 

The  Act  clarifies  that  when  the  Secretary  of  the  Treasury  by  reg- 
ulations changes  tables  applicable  to  certain  contracts  (for  which 
there  are  no  commissioners'  standard  tables)  by  regulations,  the 
new  table  is  treated  as  a  new  prevailing  commissioner's  standard 
table  adopted  by  the  26th  State  as  of  a  date  specified  in  the  regula- 
tions. This  clarification  has  the  result  that  changes  to  tables  set 
forth  in  regulations  have  the  same  statutory  effect  as  tables  origi- 
nally set  forth  in  regulations,  and  the  same  statutory  effect  as 
actual  prevailing  commissioners'  standard  tables. 

18.  Treatment  of  certain  contracts  as  variable  contracts  (sec. 
1821(t)  of  the  Act  and  sec.  817(d)  of  the  Code) 

Prior  Law 

Prior  and  present  law  provide  special  treatment  in  the  case  of 
variable  contracts  for  increases  and  decreases  in  reserves  and  ad- 
justments to  the  basis  of  assets  held  in  a  segregated  asset  account. 
A  variable  contract  is  defined  to  mean  a  contract  meeting  certain 
requirements,  including  the  following  requirements:  (1)  in  the  case 
of  an  annuity  contract,  the  amounts  paid  in  or  out  reflect  the  in- 
vestment return  and  the  market  value  of  the  segregated  asset  ac- 
count, or  (2)  in  the  case  of  a  life  insurance  contract,  the  amount  of 
the  death  benefit  (or  the  period  of  coverage)  is  adjusted  on  the  basis 
of  the  investment  return  and  the  market  value  of  the  segregated 
asset  account. 
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Explanation  of  Provision 

The  Act  clarifies  the  definition  of  a  variable  contract  to  provide 
that  variable  life  insurance  or  variable  annuity  contracts  with 
guarantees  are  treated  as  variable  contracts.  In  the  case  of  such 
contracts  with  guarantees,  the  requirements  relating  to  investment 
return  and  market  value  of  the  segregated  asset  account  are  ap- 
plied without  regard  to  whether  there  is  a  guarantee.  The  Act  fur- 
ther provides  that  obligations  under  such  a  guarantee  that  exceed 
obligations  under  the  contract  without  regard  to  the  guarantee  are 
accounted  for  as  part  of  the  company's  general  account  (i.e.,  not  as 
part  of  a  segregated  account). 

Effective  Date 

The  provision  applies  to  contracts  issued  after  December  31, 
1986,  and  to  contracts  issued  before  January  1,  1987,  if  such  con- 
tract was  treated  as  a  variable  contract  on  the  taxpayer's  income 
tax  return. 

19.  Clarification  of  denial  of  fresh-start  provisions,  application  of 
10-year  spread,  and  the  effect  of  fresh  start  on  earnings  and 
profits  (sees.  1822  (a),  (d),  and  (e)  of  the  Act  and  sees. 
216(b)(1)  and  216(b)(3)(A)  and  (C)  of  the  1984  Act) 

Prior  Law 

Under  the  1984  Act,  life  insurance  companies  were  required  to 
revalue  their  reserves  as  of  the  beginning  of  the  first  taxable  year 
beginning  after  December  31,  1983,  according  to  newly  prescribed 
reserve  computation  rules.  Generally,  any  change  in  method  of  ac- 
counting or  any  change  in  the  method  of  computing  reserves  which 
was  required  by  the  provisions  in  the  1984  Act  was  not  to  be  treat- 
ed as  a  change  in  method  of  accounting  or  in  the  method  of  com- 
puting reserves  and  thus  not  to  give  rise  to  income  or  loss.  This 
gave  life  insurance  companies  a  "fresh  start"  with  respect  to  com- 
puting their  life  insurance  reserves. 

However,  the  fresh-start  provision  did  not  apply  to  any  reserve 
transferred  pursuant  to  a  reinsurance  agreement  entered  into,  or  a 
modification  of  a  reinsurance  agreement  made,  after  September  27, 
1983  (the  date  the  fresh  start  provision  was  adopted  by  the  Subcom- 
mittee on  Select  Revenue  Measures  of  the  House  Ways  and  Means 
Committee)  and  before  January  1,  1984  (the  effective  date  of  the 
new  provisions).  Likewise,  the  fresh  start  benefits  did  not  apply  to 
any  reserve  strengthening  reported  for  Federal  income  tax  pur- 
poses after  September  27,  1983,  for  a  taxable  year  ending  before 
January  1,  1984.  For  these  purposes,  the  phrase  "any  reserve 
strengthening"  included  the  computation  of  reserves  on  contracts 
issued  in  1983  at  an  interest  rate  that  was  lower  than  the  rate  nor- 
mally assumed  in  computing  reserves  for  similar  contracts. 

Further,  under  the  1984  Act,  in  the  case  of  any  item  to  which  the 
fresh  start  had  been  denied,  such  item  was  taken  into  account  for 
the  first  taxable  year  beginning  after  December  31,  1983  (in  lieu  of 
over  the  10-year  period  otherwise  provided),  unless  the  item  was  re- 
quired to  have  been  taken  into  account  over  a  period  of  10  taxable 
years  under  pre-1984  Act  law. 


99 

Explanation  of  Provision 

The  Act  clarifies  that,  with  respect  to  reserves  for  which  the 
fresh  start  was  denied  under  the  1984  Act,  the  rule  for  spreading  a 
change  in  basis  of  computing  reserves  over  a  10-year  period  will  be 
applied  to  the  extent  that  the  reserve  change  would  have  been  re- 
quired to  be  taken  into  account  over  a  10-year  period  under  pre- 
1984  Act  law.  With  respect  to  reserves  for  which  the  fresh  start  has 
been  denied,  that  portion  of  the  reserve  change  attributable  to  the 
repeal  of  an  election  under  818(c)  is  taken  into  account  in  the  first 
taxable  year  beginning  after  December  31,  1983,  and  is  not  spread 
over  a  10-year  period. 

In  addition,  the  Act  conforms  the  closing  date  for  the  period  for 
which  proscribed  reinsurance  transactions  will  result  in  a  denial  of 
the  "fresh  start"  to  that  date  given  for  revaluation  of  reserves.  Spe- 
cifically, the  Act  provides  that,  for  purposes  of  the  denial  of  fresh 
start  provision  (sec.  216(b)(3)(A)  of  the  1984  Act),  if  a  reinsurer's 
taxable  year  is  not  a  calendar  year,  the  first  day  of  the  first  tax- 
able year  beginning  after  1983  is  the  closing  date  of  the  period. 
This  provision  is  intended  to  prevent  abuse  of  the  fresh-start  provi- 
sions by  use  of  reinsurance  transactions  after  1983  where  the  rein- 
surer's taxable  year  may  be  a  fiscal  year  rather  than  the  calendar 
year. 

The  Act  clarifies  that  the  change  in  the  insurance  company's  re- 
serves attributable  to  the  "fresh  start"  will  be  taken  into  account 
in  computing  the  current  and  accumulated  earnings  and  profits  of 
the  insurance  company.  This  adjustment  to  an  insurance  compa- 
ny's earnings  and  profits  generally  will  be  made  as  of  the  begin- 
ning of  the  first  taxable  year  beginning  after  December  31,  1983. 

An  exception  to  the  general  rule  relating  to  the  adjustment  to 
earnings  and  profits  is  provided  in  the  case  of  certain  insurance 
companies.  In  these  situations,  the  adjustment  to  the  insurance 
company's  earnings  and  profits  will  be  made  as  of  the  beginning  of 
the  company's  first  taxable  year  beginning  after  December  31, 
1984. 

Congress  intended  that  the  adjustment  to  earnings  and  profits  is 
to  be  taken  into  account  by  the  taxpayer  for  whom  the  fresh-start 
adjustment  is  relevant.  For  example,  if  a  life  insurance  subsidiary 
was  sold  by  a  controlled  group  in  1984,  the  adjustment  to  earnings 
and  profits  should  be  taken  into  account  with  respect  to  the  subsid- 
iary before  the  sale  of  the  subsidiary  because  the  amount  of  the 
fresh-start  adjustment  is  essentially  determined  as  of  the  beginning 
of  the  first  taxable  year  beginning  after  December  31,  1983.  Thus, 
the  seller,  rather  than  the  purchaser,  would  benefit  by  the  adjust- 
ment to  earnings  and  profits. 

20.  Treatment  of  certain  elections  under  sec.  818(c)  (sees.  1822(b) 
and  (f)  of  the  Act  and  sec.  216(b)(4)  of  the  1984  Act) 

Prior  Law 

The  1984  Act  provided  that,  except  in  a  limited  situation,  any 
election  after  September  27,  1983,  under  section  818(c)  (as  in  effect 
prior  to  the  1984  Act)  to  revalue  preliminary  term  reserves  to  net 
level  reserves  would  not  take  effect.  An  election  under  such  section 
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818(c)  was  allowed  to  take  effect  after  September  27,  1983,  if  more 
than  95  percent  of  the  reserves  computed  in  accordance  with  such 
election  were  attributable  to  risks  under  life  insurance  contracts 
issued  by  the  taxpayer  under  a  plan  of  insurance  first  filed  after 
March  1,  1982,  and  before  September  28,  1983. 

The  legislative  history  describing  the  denial  of  fresh  start  provi- 
sions described  reserve  strengthening  as  also  including  generally 
an  election  under  section  818(c)  (as  in  effect  prior  to  the  1984  Act) 
which  was  made  after  September  27,  1983. 

Explanation  of  Provision 

The  Act  clarifies  that  a  valid  election  under  section  818(c)  (as  in 
effect  prior  to  the  1984  Act),  made  under  the  exception  described 
above,  is  not  to  be  treated  as  reserve  strengthening  for  purposes  of 
denying  a  fresh  start  and  requiring  that  the  amount  be  taken  into 
income  in  the  first  taxable  year  beginning  after  December  31,  1983. 
This  allows  a  taxpayer  that  qualifies  for  the  limited  exception  for 
making  such  a  section  818(c)  election  after  September  27,  1983,  to 
have  the  full  benefit  of  that  election. 

In  addition,  the  Act  provides  a  limited  exception  to  the  rule  re- 
quiring section  818(c)  elections  to  have  been  made  on  or  before  Sep- 
tember 27,  1983.  Under  this  exception,  an  election  is  treated  as  if  it 
were  made  on  or  before  September  27,  1983,  if  (1)  before  December 
31,  1983,  a  qualified  stock  purchase  (as  defined  in  sec.  338(d)(3))  was 
made  with  respect  to  a  life  insurance  company  that  had  in  effect  a 
valid  section  818(c)  election  before  September  27,  1983,  (2)  an  elec- 
tion under  section  338  is  made  with  respect  to  the  company,  and  (3) 
a  new  section  818(c)  election  with  respect  to  the  new  corporation 
(described  in  sec.  338(a)(2))  is  made  with  respect  to  the  corporation's 
taxable  year  beginning  on  the  date  of  acquisition.  The  Act  also  ex- 
tends the  time  for  making  the  section  338  election  with  respect  to 
such  qualified  stock  purchase,  and  extends  the  time  for  making 
such  an  818(c)  election  for  the  first  taxable  year  of  the  life  insur- 
ance company  beginning  in  1983  and  ending  after  September  28, 
1983.  The  time  for  making  these  elections  expires  on  December  21, 
1986. 

Further,  the  Act  provides  that  the  statute  of  limitations  for  as- 
sessing any  deficiency  attributable  such  elections,  or  for  filing  a 
claim  for  credit  or  refund  attributable  to  such  elections,  does  not 
expire  before  October  22,  1988.  Congress  intended  that  no  inference 
is  to  be  drawn  with  respect  to  the  treatment  of  an  election  under 
section  338  to  increase  the  basis  of  any  assets  acquired  by  the 
amount  of  reserve  liabilities  assumed  in  connection  with  the  acqui- 
sition. 

21.  Election  not  to  have  reserves  recomputed  (sec.  1822(c)  of  the 
Act  and  sec.  216(c)  of  the  1984  Act) 

Prior  Law 

Under  the  1984  Act,  certain  qualified  life  insurance  companies 
can  elect  not  to  recompute  reserves  for  existing  contracts  as  of  Jan- 
uary 1,  1984,  but  rather  to  use  their  statutory  reserves  for  all  such 
contracts.  In  so  using  statutory  reserves  for  tax  purposes,  a  compa- 
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ny  elects  to  forego  the  "fresh  start"  with  respect  to  the  difference 
between  statutory  reserves  and  the  Federally  prescribed  reserves; 
there  is  still  a  "fresh  start"  with  respect  to  the  difference  between 
statutory  reserves  and  prior  law  tax  reserves  attributable  to  a  prior 
law  818(c)  election. 

Also,  as  a  transitional  rule  under  the  1984  Act,  any  company 
that  makes  the  above  described  election  and  that  has  tentative 
LICTI  for  its  first  taxable  year  after  1984  of  $3  million  or  less  may 
further  elect  to  have  the  reserve  for  any  contract  issued  on  or  after 
1983  and  before  January  1,  1989,  be  equal  to  the  statutory  reserve 
for  the  contract  computed  for  tax  purposes  with  an  adjustment 
similar  to  the  geometric  Menge  formula  under  TEFRA  (sec. 
805(c)(1)  of  prior  law  as  in  effect  for  1982  and  1983). 

These  elections  are  to  be  made  at  the  time  and  in  the  manner 
prescribed  by  the  Secretary  of  the  Treasury  and,  once  made,  are  ir- 
revocable. 

Explanation  of  Provision 

The  Act  makes  it  clear  that,  in  determining  whether  a  company 
is  eligible  to  make  the  election  for  contracts  issued  on  or  after  1983 
and  before  January  1,  1989,  a  company  must  compute  its  tentative 
LICTI  taking  into  account  reserves  as  though  the  election  was  in 
effect.  The  Act  also  clarifies  that  the  so-called  geometric  Menge  ad- 
justment should  be  applied  to  opening  and  closing  statutory  re- 
serves for  purposes  of  computing  net  increases  or  decreases  in  life 
insurance  reserves. 

In  addition,  the  Act  provides  that  the  reserve  for  a  company 
making  the  election  will  be  the  greater  of  the  company's  statutory 
reserve  (as  adjusted  by  the  geometric  Menge  adjustment)  or  the  net 
surrender  value  of  the  contract. 

22.  Special  rule  for  companies  using  net  level  reserve  method  for 
noncancellable  accident  and  health  insurance  contracts  (sec. 
1823(a)  of  the  Act  and  sec.  217(n)  of  the  Act) 

Prior  Law 

Under  prior  law,  a  company  was  treated  as  meeting  the  require- 
ments of  the  Federally  prescribed  reserve  method  with  respect  to 
any  noncancellable  accident  and  health  insurance  contract  for  any 
taxable  year  if  such  company  (1)  used  the  net  level  reserve  method 
to  compute  its  tax  reserves  on  such  contracts  for  such  taxable  year, 
(2)  was  using  the  net  level  reserve  method  to  compute  its  statutory 
reserves  on  such  contracts  as  of  December  31,  1982,  and  (3)  has  con- 
tinuously used  such  method  for  computing  such  reserves  on  such 
contracts  after  December  31,  1982,  and  through  such  taxable  year. 

In  explaining  this  special  rule,  the  legislative  history  of  the  1984 
Act  stated  that  a  company  can  use  the  net  level  reserve  method  for 
tax  purposes  for  noncancellable  accident  and  health  contracts  sold 
under  a  particular  plan  of  insurance,  if  the  company  computed  all 
its  reserves  for  such  contracts  on  that  method  for  statutory  pur- 
poses as  of  December  31,  1982,  (as  evidenced  by  its  1982  annual 
statement,  as  originally  filed)  and  continues  to  do  so  for  all  such 
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reserves  on  both  new  and  existing  business.^  If  the  company  was 
not  using  a  net  level  reserve  method  as  of  the  prescribed  date,  with 
respect  to  contracts  sold  under  a  particular  plan  of  insurance,  the 
company  must  use  the  generally  prescribed  reserve  method  (2-year 
full  preliminary  term  method)  for  all  contracts  under  the  plan. 
Likewise,  the  generally  prescribed  method  must  be  used  for  non- 
cancellable  accident  and  health  insurance  contracts  sold  under  any 
new  plans  of  insurance. 

The  legislative  history  limited  the  application  of  the  rule  to  non- 
cancellable  accident  and  health  contracts  sold  under  currently 
marketed  plans  of  insurance,  but  not  under  new  plans  of  insur- 
ance. The  practical  consequences  of  this  limiting  language  was  that 
no  company,  even  one  meeting  the  otherwise  strict  qualification  re- 
quirements, will  elect  to  use  the  special  rule  because  the  detriment 
of  forgoing  the  fresh  start  (because  noncancellable  accident  and 
health  reserves  are  not  revalued)  will  not  be  offset  by  any  favor- 
able future  reserve  treatment  for  new  product  developments. 

Explanation  of  Provision 

The  special  rule  applicable  to  the  use  of  the  net  level  reserve 
method  for  noncancellable  accident  and  health  reserves  was  in- 
tended to  be  narrow  in  its  application  by  requiring  a  complete  and 
continuous  commitment  by  the  company  to  the  use  of  the  more 
conservative  net  level  reserve  method  for  its  directly  written  non- 
cancellable  accident  and  health  contracts  as  a  reflection  of  the 
company's  conservative  business  practices  before  a  company  could 
recognize  such  practices  for  tax  purposes.  Specifically,  it  was  in- 
tended to  address  the  factual  situation  of  a  company  that  has  been 
predominantly  a  writer  of  noncancellable  accident  and  health  in- 
surance and  that  had  followed,  and  continues  to  follow,  the  busi- 
ness practice  of  computing  all  its  reserves  for  directly  written  non- 
cancellable  accident  and  health  contracts  on  a  net  level  basis  for 
State  purposes.  It  was  intended  to  allow  such  company  to  use  this 
more  conservative  reserve  basis  for  tax  purposes. 

Because  the  rule  under  prior  law  was  impractically  narrow,  and 
would  not  result  in  any  taxpayer  making  the  election,  the  Act  ex- 
pands the  coverage  of  the  rule  to  allow  the  net  level  reserve 
method  for  tax  purposes  on  any  directly  written  noncancellable  ac- 
cident and  health  insurance  contract,  whether  under  existing  or 
new  plans  of  insurance.  For  purposes  of  applying  this  special  rule 
and  qualifying  therefor,  only  reserves  on  directly  written  contracts 
will  be  taken  into  account  because,  as  a  reinsurer,  a  company 
would  generally  adopt  the  reserve  method  used  by  the  ceding  com- 
pany. This  limited  expansion  will  allow  the  special  rule  to  have  its 
intended  practical  effect. 

Although  prior  law  required  that  all  reserves  for  noncancellable 
accident  and  health  insurance  contracts  be  computed  on  a  net  level 
basis  for  statutory  purposes  as  of  December  31,  1982,  the  Act 
adopts  a  de  minimis  margin  for  error  for  purposes  of  administra- 
tive convenience.  Accordingly,  in  order  to  qualify  for  the  applica- 


'  The  Statement  of  Managers  for  the  1984  Act  erroneously  refers  to  1983  in  describing  this 
part  of  the  provision. 
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tion  of  this  rule,  a  company  must  have  been  using  the  net  level  re- 
serve method  to  compute  at  least  99  percent  of  its  statutory  re- 
serves for  directly  written  noncancellable  accident  and  health  in- 
surance contracts  as  of  December  31,  1982,  and  for  the  1982  calen- 
dar year  must  have  received  more  than  half  its  premium  income 
from  directly  written  noncancellable  accident  and  health  insur- 
ance. 

After  December  31,  1983,  the  company  will  be  treated  as  using 
the  prescribed  reserve  method  for  a  taxable  year  if  through  such 
taxable  year,  the  company  has  continuously  used  the  net  level 
method  for  computing  at  least  99  percent  of  its  tax  and  statutory 
reserves  on  its  directly  written  noncancellable  accident  and  health 
contracts.  This  requires  a  complete  and  continuous  use  of  the  net 
level  method  for  tax  and  statutory  purposes  for  all  but  one  percent 
of  directly  written  noncancellable  accident  and  health  contracts; 
for  contracts  for  which  the  company  does  not  use  the  net  level 
method,  the  company  should  use  the  method  used  for  statutory 
purposes,  for  purposes  of  computing  tax  reserves. 

23.  Underpayments  of  estimated  tax  (sec.  1824  of  the  Act  and  sec. 

218  of  the  1984  Act) 

Prior  Law 

Under  prior  law,  no  addition  to  tax  was  made  under  the  provi- 
sion relating  to  failure  by  a  corporation  to  pay  estimated  tax  with 
respect  to  any  underpayment  of  an  installment  required  to  be  paid 
before  July  18,  1984,  to  the  extent  that  such  underpayment  was 
created  or  increased  by  any  provision  of  the  insurance  tax  subtitle 
and  such  underpayment  is  paid  in  full  on  or  before  the  last  date 
prescribed  for  payment  of  the  first  installment  of  estimated  tax  re- 
quired to  be  paid  after  July  18,  1984. 

Explanation  of  Provision 

The  Act  repeals  section  218  of  the  1984  Act  in  favor  of  the  appli- 
cation of  the  broader  general  relief  granted  by  the  Act  under  which 
no  addition  to  tax  shall  be  made  for  underpayments  of  estimated 
tax  by  corporations  for  any  period  before  March  16,  1985  (by  indi- 
viduals, for  any  period  before  April  16,  1985),  to  the  extent  that 
such  underpayment  was  created  or  increased  by  a  provision  of  the 
1984  Act. 

24.  Definition  of  life  insurance  contract;  computational  rules  (sec. 

1825(a)  of  the  Act  and  sec.  7702(e)(1)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  a  life  insurance  contract  is  defined 
as  any  contract,  which  is  a  life  insurance  contract  under  the  appli- 
cable State  or  foreign  law,  but  only  if  the  contract  meets  either  (1) 
a  cash  value  accumulation  test,  or  (2)  a  test  consisting  of  a  guide- 
line premium  limitation  requirement  and  a  cash  value  corridor  re- 
quirement. Under  both  tests,  prior  and  present  law  prescribe  mini- 
mum interest  assumptions  and  mortality  assumptions  that  must  be 
taken  into  account  in  computing  the  limitations. 
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Under  the  cash  value  accumulation  test,  the  cash  surrender 
value  of  the  contract,  by  the  terms  of  the  contract,  may  not  at  any 
time  exceed  the  net  single  premium  which  would  have  to  be  paid 
at  such  time  in  order  to  fund  the  future  benefits  under  the  contract 
assuming  the  contract  matures  no  earlier  than  age  95  for  the  in- 
sured. 

Under  the  guideline  premium  limitation/cash  value  corridor  test, 
a  contract  continues  to  be  treated  as  life  insurance  so  long  as  it 
does  not  violate  its  guideline  premium  limitation  or  the  cash  value 
corridor.  A  life  insurance  contract  meets  the  guideline  premium 
limitation  if  the  sum  of  the  premiums  paid  under  the  contract  does 
not  at  any  time  exceed  the  greater  of  the  guideline  single  premium 
or  the  sum  of  the  guideline  level  premiums  to  such  date. 

In  addition,  prior  and  present  law  provide  three  general  rules  or 
assumptions  to  be  applied  in  computing  the  limitations  set  forth  in 
the  definitional  tests.  These  computational  rules  restrict  the  actual 
provisions  and  benefits  that  can  be  offered  in  a  life  insurance  con- 
tract only  to  the  extent  that  they  restrict  the  allowable  cash  sur- 
render value  (under  the  cash  value  accumulation  tests)  or  the  al- 
lowable funding  pattern  (under  the  guideline  premium  limitation). 
First,  in  computing  the  net  single  premium  (under  the  cash  value 
accumulation  test)  or  the  guideline  premium  limitation  for  any 
contract,  the  death  benefit  generally  is  deemed  not  to  increase  at 
any  time  during  the  life  of  the  contract  (qualified  additional  bene- 
fits are  treated  the  same  way).  It  is  unclear  under  prior  law  wheth- 
er this  computational  rule  applies  for  purposes  of  determining  the 
satisfaction  of  the  cash  value  corridor  test. 

Second,  the  maturity  date,  including  the  date  on  which  any  en- 
dowment benefit  is  payable,  shall  be  no  earlier  than  the  day  on 
which  the  insured  attains  age  95,  and  no  later  than  the  day  on 
which  the  insured  attains  age  100.  Third,  the  amount  of  any  en- 
dowment benefit  (or  sum  of  endowment  benefits,  including  any 
cash  surrender  value  on  the  maturity  date  described  in  the  second 
computational  rule)  shall  be  deemed  not  to  exceed  the  least 
amount  payable  as  a  death  benefit  at  any  time  under  the  contract. 

Under  prior  law,  the  term  "premiums  paid"  meant  the  premi- 
ums paid  under  the  contract  minus  amounts  to  which  section  72(e) 
applies  (other  than  amounts  includible  in  income)  and  any  other 
amounts  specified  in  regulations. 

Explanation  of  Provision 

The  Act  clarifies  the  second  computational  rule  by  specifically 
stating  that  the  maturity  date  shall  be  deemed  to  be  no  earlier 
than  age  95  and  no  later  than  age  100. 

The  Act  also  adds  an  additional  computational  rule  which  pro- 
vides that  for  purposes  of  applying  the  second  computational  rule 
and  for  purposes  of  determining  the  cash  surrender  value  on  the 
maturity  date  under  the  third  computational  rule,  the  death  bene- 
fits shall  be  deemed  to  be  provided  until  the  maturity  date  de- 
scribed in  the  second  computational  rule.  This  rule  combined  with 
the  second  computational  rule  will  generally  prevent  contracts  en- 
dowing at  face  value  before  age  95  from  qualifying  as  life  insur- 
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ance.  However,  it  will  allow  an  endowment  benefit  at  ages  before 
95  for  amounts  less  than  face  value. 

Finally,  the  Act  amends  the  computational  rules  to  clarify  that 
these  rules  do  not  apply  for  purposes  of  determining  qualification 
under  the  cash  value  corridor  test. 

25.  Treatment  of  policies  to  cover  prearranged  funeral  expenses 
(sec.  1825(a)(4)  of  the  Act  and  sec.  7702(e)(2)  of  the  Code) 

Prior  Law 

A  life  insurance  contract  generally  is  defined  as  a  contract  which 
meets  either  (1)  a  cash  value  accumulation  test,  or  (2)  a  test  consist- 
ing of  a  guideline  premium  requirement  and  a  cash  value  corridor 
requirement.  Future  increases  in  death  benefits  may  cause  a  con- 
tract not  to  qualify  under  these  tests. 

Explanation  of  Provision 

The  Act  amends  the  definition  of  a  life  insurance  contract  to  pro- 
vide that  future  increases  in  death  benefits  may  be  taken  into  ac- 
count in  determining  whether  the  definition  of  a  life  insurance  con- 
tract is  satisfied  with  respect  to  certain  policies  to  cover  payment 
of  burial  expenses  or  in  connection  with  prearranged  funeral  ex- 
penses. Such  contracts  can  qualify  as  a  life  insurance  contract  pro- 
vided that  (1)  the  initial  death  benefit  under  the  contract  is  $5,000 
or  less  (treating  all  contracts  issued  to  the  same  contract  owner  as 
one  contract),  (2)  the  contract  provides  for  fixed  annual  increases  in 
the  death  benefit  not  exceeding  10  percent  of  the  initial  death  ben- 
efit or  8  percent  of  the  death  benefit  at  the  end  of  the  preceding 
year,  and  (3)  the  death  benefit  under  the  contract  (treating  all  con- 
tracts issued  to  the  same  owner  as  one  contract)  does  not  exceed 
$25,000. 

Effective  Date 

The  provision  is  effective  on  the  date  of  enactment  of  the  1986 
Act  (October  22,  1986).^ 

26.  Reduction  in  future  benefits  (sec.  1825(b)  of  the  Act  and  sec. 
7702(f)(7)  of  the  Code) 

Present  Law 

Under  prior  and  present  law,  proper  adjustments  must  be  made 
for  any  change  in  the  future  benefits  or  any  qualified  additional 
benefit  (or  any  other  terms)  under  a  life  insurance  contract,  which 
was  not  reflected  in  any  previous  determination  made  under  the 
definitional  section.  Changes  in  the  future  benefits  or  terms  of  the 
contract  can  occur  by  an  action  of  the  company  or  the  policyholder 
or  by  the  passage  of  time.  However,  proper  adjustments  may  be 
made  for  a  particular  change,  depending  on  which  alternative  test 
is  being  used  or  whether  the  changes  result  in  an  increase  or  de- 
crease of  future  benefits. 


*  A  technical  correction  may  be  needed  so  the  statute  reflects  this  intent. 
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In  the  event  of  an  increase  in  current  or  future  benefits,  the  Um- 
itations  under  the  cash  value  accumulation  test  must  be  computed 
by  treating  the  date  of  change,  in  effect,  as  a  new  date  of  issue  for 
determining  whether  the  changed  contract  continues  to  qualify  as 
life  insurance  under  the  prescribed  definition.  Thus,  if  a  future 
benefit  is  increased  because  of  a  scheduled  change  in  death  benefit 
or  because  of  the  purchase  of  a  paid-up  addition  (or  its  equivalent) 
the  change  will  require  an  adjustment  in  the  new  computation  of 
the  net  single  premium  definitional  limitation.  Under  the  guideline 
premium  limitation,  an  adjustment  is  required  under  similar  cir- 
cumstances, but  the  date  of  change  for  increased  benefits  should  be 
treated  as  a  new  date  of  issue  only  with  respect  to  the  changed  por- 
tion of  the  contract.  Likewise,  no  adjustment  shall  be  made  if  the 
change  occurs  automatically,  for  example,  a  change  due  to  the 
growth  of  the  cash  surrender  value  (whether  by  the  crediting  of 
excess  interest  or  the  payment  of  guideline  premiums)  or  changes 
initiated  by  the  company.  If  the  contract  fails  to  meet  the  limita- 
tions after  proper  adjustments  have  been  made,  a  distribution  of 
cash  to  the  policyholder  may  be  required  in  order  to  maintain  qual- 
ification of  the  contract  as  life  insurance. 

Under  prior  law,  the  Secretary  of  the  Treasury  had  the  authority 
to  prescribe  regulations  governing  how  such  adjustments  in  compu- 
tations of  the  definitional  limitations  were  to  be  made.  Such  regu- 
lations could  revise,  prospectively,  some  of  the  adjustment  rules  de- 
scribed above  in  order  to  give  full  effect  to  the  intent  of  the  defini- 
tional limitations. 

Further,  under  prior  and  present  law,  for  the  purpose  of  the  ad- 
justment rules,  any  change  in  the  terms  of  a  contract  that  reduces 
the  future  benefits  under  the  contract  will  be  treated  as  an  ex- 
change of  contracts  (under  sec.  1035).  Thus,  any  distribution  re- 
quired under  the  adjustment  rules  will  be  treated  as  taxable  to  the 
policyholder  under  the  generally  applicable  rules  of  section  1035. 
This  provision  was  intended  to  apply  specifically  to  situations  in 
which  a  policyholder  changes  from  a  future  benefits  pattern  taken 
into  account  under  the  computational  provision  for  policies  with 
limited  increases  in  death  benefits  to  a  future  benefit  of  a  level 
amount  (even  if  at  the  time  of  change  the  amount  of  death  benefit 
is  not  reduced).  If  the  adjustment  provision  results  in  a  distribution 
to  a  policyholder  in  order  to  meet  the  adjusted  guidelines,  the  dis- 
tribution will  be  taxable  to  the  policyholder  as  ordinary  income  to 
the  extent  there  is  income  in  the  contract. 

The  provision  that  certain  changes  in  future  benefits  be  treated 
as  exchanges  was  not  intended  to  alter  the  application  of  the  tran- 
sition rules  for  life  insurance  contracts  and  only  applies  with  re- 
spect to  such  changes  in  contracts  issued  after  December  31,  1984. 
Likewise,  this  adjustment  provision  was  not  intended  to  repeal  in- 
directly the  application  of  section  72(e)  to  life  insurance  contracts. 

Explanation  of  Provision 

In  general. — The  Act  modifies  the  provision  of  prior  law  that  gov- 
erns how  adjustments  of  future  benefits  will  be  treated  under  sec- 
tion 7702.  The  Act  retains  the  requirement  that,  in  determining 
whether  the  contract  continues  to  qualify  as  life  insurance,  proper 
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adjustments  be  made  when  future  benefits  are  changed.  However, 
the  express  delegation  of  authority  to  the  Secretary  of  the  Treas- 
ury to  issue  regulations  governing  adjustments  has  been  deleted.  In 
its  place,  the  Act  contains  specific  rules  governing  the  extent  to 
which  a  reduction  in  future  benefits  will  cause  income  to  be  recog- 
nized to  the  policyholder. 

Specifically,  the  Act  provides  that  if  there  is  a  change  in  the  ben- 
efits under  (or  in  other  terms  of)  the  contract  which  was  not  re- 
flected in  any  previous  determination  or  adjustment  made  under 
the  definitional  section,  there  shall  be  proper  adjustments  in  future 
determinations  made  under  the  definitional  section.  If  the  change 
reduces  benefits  under  the  contract,  the  adjustments  may  include  a 
required  distribution  in  an  amount  determined  under  the  adjust- 
ment regulations  for  purposes  of  enabling  the  contract  to  meet  the 
applicable  definitional  test.  A  portion  of  the  distribution  required 
by  application  of  the  definitional  tests  will  be  taxed  as  ordinary 
income  to  the  extent  there  is  income  in  the  contract. 

In  stating  the  "income  characterization"  portion  of  the  adjust- 
ment provision,  the  Act  refers  directly  to  the  provisions  governing 
the  taxation  of  distributions  from  annuity  and  life  insurance  con- 
tracts, pointing  out  that  the  provision  which  allows  withdrawals 
from  life  insurance  contracts  to  be  treated  as  withdrawal  of  invest- 
ment first  does  not  apply  under  certain  circumstances. 

Under  the  Act,  a  portion  of  the  cash  distributed  to  a  policyholder 
as  a  result  of  a  change  in  future  benefits  will  be  treated  as  being 
paid  first  out  of  income  in  the  contract,  rather  than  as  a  return  of 
the  policyholder's  investment  in  the  contract,  only  if  the  reduction 
in  future  benefits  occurs  during  the  15-year  period  following  the 
issue  date  of  the  contract. 

Congress  intended  that,  if  a  contract  originally  issued  before  De- 
cember 31,  1984,  is  changed  after  that  date  in  such  a  manner  or 
extent  that  it  is  treated  as  newly  issued  after  December  31,  1984, 
then  the  15-year  period  is  to  commence  on  the  date  (after  Decem- 
ber 31,  1984)  on  which  the  contract  is  considered  as  newly  issued.  If 
the  15-year  period  were  considered  to  commence  when  the  contract 
was  originally  issued,  then  contracts  issued  before  1985  could 
become  vehicles  for  circumvention  of  the  distribution  rules  de- 
scribed below,  regardless  of  how  substantially  such  contracts  were 
changed  after  1984. 

Changes  during  first  5  years. — For  the  first  5  years  following  the 
issuance  of  the  contract,  the  amount  that  will  be  treated  as  having 
been  paid  first  out  of  income  in  the  contract  will  be  equal  to  the 
amount  of  the  required  distribution  under  subparagraph  (A)  of  sec- 
tion 7702(f)(7).  This  amount  will  depend  on  whether  the  contract 
meets  the  cash  value  accumulation  test  or  the  guideline  premium/ 
cash  value  corridor  test  of  section  7702(a).  In  the  case  of  a  contract 
to  which  the  cash  value  accumulation  test  applies,  the  excess  of  the 
cash  surrender  value  of  the  contract  over  the  net  single  premium 
determined  immediately  after  the  reduction  shall  be  required  to  be 
distributed  to  the  policyholder.  In  the  case  of  a  contract  to  which 
the  guideline  premium/cash  value  corridor  test  applies,  the 
amount  of  the  required  distribution  is  equal  to  the  greater  of  (1) 
the  excess  of  the  aggregate  premiums  paid  under  the  contract  over 
the  redetermined  guideline  premium  limitation,  or  (2)  the  excess  of 
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the  cash  surrender  value  of  the  policy  immediately  before  the  re- 
duction over  the  redetermined  cash  value  corridor.  The  guideline 
premium  limitation  shall  be  redetermined  by  using  an  "attained- 
age-decrement"  method. 

Under  this  method,  when  benefits  under  the  contract  are  re- 
duced, the  guideline  level  and  single  premium  limitations  are  each 
adjusted  and  redetermined  by  subtracting  from  the  original  guide- 
line premium  limitation  a  "negative  guideline  premium  limitation" 
which  is  determined  as  of  the  date  of  the  reduction  in  benefits  and 
at  the  attained  age  of  the  insured  on  such  date.  The  negative  guide- 
line premium  limitation  is  the  guideline  premium  limitation  for  an 
insurance  contract  that,  when  combined  with  the  original  insur- 
ance contract  after  the  reduction  in  benefits,  produces  an  insur- 
ance contract  with  the  same  benefit  as  the  original  contract  before 
such  reduction. 

To  the  extent  that  the  redetermined  guideline  premium  limita- 
tion requires  a  distribution  from  the  contract,  the  amount  of  the 
distribution  will  also  be  an  adjustment  to  premiums  paid  under  the 
contract  (within  the  meaning  of  sec.  7702(f)(1)(A),  to  be  specified  in 
regulations).  It  is  understood  that  any  adjustments  to  premiums 
paid  as  part  of  the  definitional  determinations  will  be  independent 
of,  and  may  differ  in  amount  from,  the  determination  of  invest- 
ment in  the  contract  for  purposes  of  computing  the  amount  of 
income  in  the  contract  (under  sec.  72). 

Changes  during  years  6  to  15. — For  cash  distributions  occurring 
between  the  end  of  the  fifth  year  and  the  end  of  the  fifteenth  year 
from  the  issuance  date  of  the  policy,  a  single  rule  applies  for  all 
contracts.  Under  this  rule,  the  maximum  amount  that  will  be 
treated  as  paid  first  out  of  income  in  the  contract  will  equal  the 
amount  by  which  the  cash  surrender  value  of  the  contract  (deter- 
mined immediately  before  the  reduction  in  benefits)  exceeds  the 
maximum  cash  surrender  value  that  would  not  violate  the  cash 
value  corridor  (determined  immediately  after  the  reduction  in  ben- 
efits). 

Distribution  in  anticipation  of  a  reduction. — The  Act  also  pro- 
vides that  certain  distributions  of  cash  made  in  anticipation  of  a 
reduction  in  benefits  under  the  contract  shall  be  treated  as  a  cash 
distribution  made  to  the  policyholder  as  a  result  of  such  change  in 
order  to  give  full  effect  to  the  provision.  Any  distribution  made  up 
to  two  years  before  a  reduction  in  benefits  occurs  will  be  treated  as 
having  been  made  in  anticipation  of  such  a  reduction.  The  Secre- 
tary of  the  Treasury  is  authorized  to  issue  regulations  specifying 
other  instances  when  a  distribution  is  in  anticipation  of  a  reduction 
of  future  benefits.  In  addition,  the  regulations  may  specify  the 
extent  to  which  the  rules  governing  the  calculation  of  the  maxi- 
mum amount  that  will  be  treated  as  paid  first  out  of  income  in  the 
contract  will  be  adjusted  to  take  account  of  the  prior  distributions 
made  in  anticipation  of  reduction  of  benefits. 

Definition  of  premiums  paid. — The  Act  modifies  the  definition  of 
the  term  "premiums  paid."  Under  the  Act,  premiums  paid  are 
computed  in  the  same  manner  as  under  prior  law,  except  that  the 
premiums  actually  paid  under  the  contract  will  be  further  reduced 
by  amounts  treated  as  paid  first  out  of  income  in  the  contract 
under  the  revised  adjustment  rule.  This  reduction  in  premiums 
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paid  is  limited  to  the  amounts  that  are  included  in  gross  income  of 
the  policyholder  solely  by  reason  of  the  fact  that  a  reduction  in 
benefits  has  been  made. 

27.  Treatment  of  contracts  that  do  not  qualify  as  life  insurance 
contracts  (sec.  1825(c)  of  the  Act  and  sec.  7702(g)  of  the  Code) 

Prior  Law 

If  a  life  insurance  contract  does  not  meet  either  of  the  alterna- 
tive tests  under  the  definition  of  a  life  insurance  contract,  the 
income  on  the  contract  for  the  taxable  year  of  the  policyholder  will 
be  treated  as  ordinary  income  received  or  accrued  by  the  policy- 
holder during  that  year.  For  this  purpose,  the  income  on  the  con- 
tract is  the  amount  by  which  the  sum  of  the  increase  in  the  net 
surrender  value  of  the  contract  during  the  taxable  year  and  the 
cost  of  insurance  protection  provided  during  the  taxable  year 
exceed  the  amount  of  premiums  paid  less  any  policyholder  divi- 
dends paid  under  the  contract  during  the  taxable  year.  The  term 
premiums  paid  means  the  amount  paid  as  premiums  under  a  con- 
tract less  amounts  to  which  the  rules  for  allocation  between 
income  and  investment  under  annuity  and  other  contracts  in  sec- 
tion 72(e)  apply. 

Explanation  of  Provision 

Under  the  Act,  income  in  the  contract  is  computed  without  re- 
duction by  the  amount  of  policyholder  dividends  paid  under  the 
contract  during  the  taxable  year.  This  change  was  necessary  to 
avoid  overstating  the  income  in  the  contract,  which  otherwise 
would  occur  due  to  the  fact  that  policyholder  dividends  are  treated 
as  a  nontaxable  return  of  basis  under  section  72(e)  and  reduce  pre- 
miums paid  directly.  If  these  dividends  were  also  added  to  the 
amount  of  income  on  the  contract,  income  would  be  overstated  be- 
cause policyholder  dividends  would  reduce  premiums  paid  twice. 

28.  Treatment  of  flexible  premium  contracts  issued  during  1984 
which  meet  new  requirements  (sec.  1825(d)  of  the  Act  and  sec. 
221(d)(l)of  the  1984  Act) 

Present  Law 

Under  the  1984  Act,  the  new  definition  of  life  insurance  general- 
ly applies  to  contracts  issued  after  December  31,  1984,  except  in  the 
case  of  certain  increasing  death  benefit  contracts  issued  after  June 
30,  1984.  Also,  the  TEFRA  provisions  for  flexible  premium  con- 
tracts (that  is,  prior-law  sec.  101(f)  applicable  during  1982  and  1983) 
were  extended  through  1984. 

Explanation  of  Provision 

The  Act  clarifies  the  transition  rules  for  the  definition  of  life  in- 
surance so  that  any  contract  issued  during  1984  which  meets  the 
definitional  requirements  of  section  7702  will  be  treated  as  meeting 
the  requirements  of  prior-law  section  101(f),  which  was  extended 
through  1984. 
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29.  Treatment  of  certain  contracts  issued  before  October  1,  1984 

(sec.  1825(e)  of  the  Act  and  sec.  221(d)(2)(C)  of  the  1984  Act) 

Prior  Law 

Under  the  1984  Act,  a  transition  rule  was  provided  for  certain 
increasing  death  benefit  poHcies.  This  rule  made  the  new  defini- 
tional provisions  of  section  7702  applicable  only  for  a  contract 
issued  after  September  30,  1984,  if  (1)  the  contract  would  meet  the 
new  definition  by  substituting  3  percent  for  4  percent  as  the  mini- 
mum interest  rate  in  the  cash  value  accumulation  test  (assuming 
that  the  rate  or  rates  guaranteed  on  issuance  of  a  contract  can  be 
determined  without  regard  to  any  mortality  charges),  and  (2)  if  the 
cash  surrender  value  of  the  contract  did  not  at  any  time  exceed  the 
net  single  premium  which  would  have  to  be  paid  at  such  time  to 
fund  future  benefits  at  the  then  current  level  of  benefits  (with  the 
same  3  percent  for  4  percent  substitution). 

Explanation  of  Provision 

The  Act  clarifies  the  transition  rule  so  that,  in  applying  the  cash 
value  accumulation  test  by  substituting  3  percent  for  4  percent  as 
the  minimum  interest  rate,  the  taxpayer  should  not  only  assume 
that  the  rate  or  rates  guaranteed  on  issuance  of  the  contract  can 
be  determined  without  regard  to  any  mortality  charges,  but  should 
also  assume  that  the  rate  or  rates  should  be  determined  without 
regard  to  any  initial  interest  rate  guaranteed  in  excess  of  the 
stated  minimum  rate. 

30.  Amendments  related  to  annuity  contracts  (sec.  1826  of  the  Act 

and  sec.  72(q)  and  (s)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  cash  withdrawals  from  an  annuity 
contract  prior  to  the  annuity  starting  date  are  includible  in  gross 
income  to  the  extent  that  the  cash  value  of  a  contract  (determined 
immediately  before  the  amount  was  received  and  without  regard  to 
any  surrender  charge)  exceeds  the  investment  in  the  contract.  An 
additional  income  tax  of  5  percent  was  imposed,  under  prior. law, 
on  the  amount  of  any  such  distribution  that  was  includible  in 
income,  to  the  extent  that  the  amount  was  allocable  to  an  invest- 
ment made  on  or  after  August  14,  1982.  This  tax  was  not  imposed 
if  the  distribution  was  made  after  the  contractholder  attained  age 
59  y2,  after  the  contractholder  became  disabled,  upon  the  death  of 
the  contractholder,  or  as  payment  under  an  annuity  for  life  or  for 
at  least  5  years. 

An  annuity  contract  must  provide  specific  rules  for  distribution 
in  the  event  of  the  contractholder's  (owner's)  death  in  order  to  be 
treated  as  an  annuity  contract  for  income  tax  purposes  under  prior 
and  present  law.  These  after-death  distribution  rules  generally  con- 
form to  those  rules  applicable  to  qualified  pension  plans  and  IRAs. 
To  be  treated  as  an  annuity  contract,  the  contract  must  provide 
that,  if  the  contractholder  dies  on  or  after  the  annuity  starting 
date  and  before  the  entire  interest  in  the  contract  has  been  distrib- 
uted, the  remaining  portion  of  such  interest  will  be  distributed  at 
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least  as  rapidly  as  under  the  method  of  distribution  in  effect  before 
death.  If  the  contractholder  dies  before  the  annuity  starting  date, 
the  entire  interest  generally  must  be  distributed  within  5  years 
after  the  date  of  death  of  the  contractholder,  or  must  be  annuitized 
for  some  period  (including  the  life  of  a  designated  beneficiary) 
within  one  year  after  the  date  of  death.  For  these  purposes,  the 
beneficiary  is  the  person  who  becomes  the  new  owner  of  the  annu- 
ity contract  and  controls  the  use  of  the  cash  value  of  the  contract. 

If  there  is  a  spousal  beneficiary,  the  contract  (including  deferral 
of  income  tax)  may  be  continued  in  the  name  of  the  spouse  as  the 
contractholder  upon  the  contractholder's  death.  Thus,  a  spousal 
beneficiary  steps  into  the  shoes  of  the  decedent  contractholder. 

To  the  extent  that  the  terms  used  refer  to  individuals  (e.g., 
death,  spouse,  or  age),  the  provisions  apply  only  to  individual  con- 
tractholders  (owners)  of  annuity  contracts.  A  person  who  holds 
legal  title  to  an  annuity  contract  in  a  representative  capacity,  such 
as  a  custodian  or  trustee,  is  not  treated  as  the  contractholder. 
Rather,  the  beneficial  owner  of  the  contract  is  the  holder. 

Explanation  of  Provision 

The  Act  provides  an  exception  to  the  requirement  that  the  annu- 
ity contract  include  required  distribution  provisions  in  order  to  be 
treated  as  an  annuity  in  the  case  of  annuity  contracts  which  are 
used  as  part  of  a  qualified  pension  plan  or  for  an  IRA  by  adopting 
a  specific  statutory  exemption  for  these  purposes.  This  provision  is 
added  because  annuity  contracts  provided  under  a  qualified  pen- 
sion plan  or  an  IRA  must  satisfy  the  required  distribution  rules  ap- 
plicable to  such  plans  and  should  not  be  required  to  satisfy  an  es- 
sentially duplicative  set  of  rules  applicable  to  annuity  contracts. 

In  addition,  the  Act  includes  special  rules  to  clarify  the  applica- 
tion of  the  required  distribution  rules  if  the  contractholder  is  not 
an  individual,  which  provide  that  the  primary  annuitant  shall  be 
treated  as  the  holder  of  the  contract.  For  these  purposes,  the  term 
"primary  annuitant"  means  the  individual,  the  events  in  the  life  of 
whom  are  of  primary  importance  in  affecting  the  timing  or  amount 
of  the  pay-out  under  the  contract.  For  example,  the  primary  annui- 
tant would  be  that  person  referred  to  in  the  contract  as  the  meas- 
uring life  for  the  annuity  starting  date  or  for  annuity  benefits  pay- 
able under  the  contract. 

Likewise,  the  Act  clarifies  the  application  of  the  exception  to  the 
additional  income  tax  for  distributions  at  death  so  that  the  tax 
does  not  apply  to  any  distribution  made  on  or  after  the  death  of 
the  contractholder  or,  if  the  contractholder  is  not  an  individual,  the 
death  of  the  primary  annuitant.  Thus,  the  additional  income  tax  on 
early  withdrawals  (sec.  72(q))  is  not  imposed  on  an  after-death  dis- 
tribution required  under  section  72(s). 

The  Act  also  adds  a  provision  which  states  that  if  an  individual 
who  holds  an  annuity  contract  transfers  it  by  gift,  then  such  trans- 
fer or  change  shall  be  treated  as  an  assignment  of  the  contract  (sec. 
72(e)(4)),  which  treats  the  amount  assigned  as  received  as  an 
amount  not  received  as  an  annuity.  In  general,  the  value  of  the 
contract  assigned  will  equal  the  net  surrender  value  of  the  con- 
tract, determined  with  regard  to  any  policy  loan.  The  investment 
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in  the  contract  of  the  grantee  will  be  treated  as  equal  to  the  invest- 
ment in  the  contract  of  the  grantor  plus  the  amount  included  in 
the  gross  income  of  the  grantor. 

On  the  other  hand,  in  the  case  of  a  holder  which  is  not  an  indi- 
vidual, if  there  is  any  change  in  the  primary  annuitant,  then  the 
change  is  treated  as  the  death  of  the  holder  and  the  required  distri- 
bution rules  apply. 

Without  these  clarifications  relating  to  gratuitous  transfers  of 
annuity  contracts  and  changes  in  primary  annuitants,  the  required 
distribution  rules  adopted  in  the  1984  Act  could  be  avoided  easily 
because  they  would  allow  taxpayers  to  continue  tax  deferral 
beyond  the  life  of  an  individual  taxpayer.  There  is  an  exception  to 
the  rule  for  transfers  of  annuity  contracts  by  gift  where  the  trans- 
fer is  made  to  a  spouse.  Specifically,  the  contract  will  not  be  treat- 
ed as  assigned  with  respect  to  any  transfer  to  which  section  1041(a) 
(relating  to  transfers  of  property  between  spouses  or  incident  to  di- 
vorce) applies. 

In  addition,  the  Act  addresses  the  issue  of  how  joint  contracthold- 
ers  should  be  treated  when  one  holder  dies  and  clarifies  that  the 
after-death  distribution  requirements  apply  upon  the  death  of  any 
holder  of  such  contract. 

In  order  to  allow  annuity  writers  time  to  make  changes  conform- 
ing to  the  clarifications  contained  in  this  Act,  these  provisions  shall 
apply  to  contracts  issued  after  April  22,  1987. 

Finally,  the  Act  provides  that  any  annuity  used  as  a  qualified 
funding  asset  in  a  structured  settlement  will  not  be  subject  to  the 
additional  income  tax  imposed  on  the  portion  of  any  premature  dis- 
tribution from  an  annuity  contract  that  is  included  in  gross 
income. 

31.  Amendments  related  to  group-term  insurance  (sec.  1827  of  the 
Act  and  sees.  79  and  83(e)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  cost  of  group-term  life  insur- 
ance purchased  by  an  employer  for  an  employee  for  a  taxable  year 
is  included  in  the  employee's  gross  income  to  the  extent  that  the 
cost  is  greater  than  the  sum  of  the  cost  of  $50,000  of  life  insurance 
plus  any  contribution  made  by  an  employee  to  the  cost  of  the  in- 
surance. The  $50,000  cap  on  the  group-term  life  insurance  exclu- 
sion is  applicable  to  active  employees  and  to  former  employees 
other  than  employees  who  have  terminated  employment  because  of 
disability.  Generally,  the  cost  of  group-term  life  insurance  is  deter- 
mined on  the  basis  of  uniform  premiums,  computed  with  respect  to 
5-year  age  brackets,  under  a  table  prescribed  by  the  Secretary  of 
the  Treasury. 

Under  prior  law,  if  a  group-term  life  insurance  plan  maintained 
by  an  employer  discriminated  in  favor  of  any  key  employee,  the  ex- 
clusion for  the  cost  of  the  first  $50,000  of  this  insurance  was  fur- 
ther limited.  In  the  case  of  a  discriminatory  plan,  the  full  cost  of 
the  group-term  life  insurance  for  any  key  employee  was  included  in 
the  gross  income  of  the  employee  at  actual  cost,  rather  than  the 
table  cost. 


113 

The  1984  Act  amendments  relating  to  group-term  life  insurance 
were  effective  for  taxable  years  beginning  after  December  31,  1983. 
The  provisions  did  not  apply  with  respect  to  certain  grandfathered 
individuals  who  receive  group-term  life  insurance  under  a  plan  in 
existence  on  January  1,  1984  (or  under  a  comparable  successor 
plan). 

Explanation  of  Provision 

The  Act  provides  that,  in  the  case  of  a  discriminatory  group-term 
life  insurance  plan,  the  cost  of  group-term  life  insurance  on  the  life 
of  any  key  employee  shall  be  the  greater  of  the  actual  cost  of  the 
insurance  or  the  cost  determined  based  on  the  uniform  premium 
table. 

In  addition,  the  Act  revises  the  definition  of  key  employee  to  in- 
clude any  former  employee  if  such  employee,  at  the  time  of  separa- 
tion from  service,  was  a  key  employee.  An  employee  is  a  key  em- 
ployee at  separation  from  service  if  the  employee  was  a  key  em- 
ployee for  the  year  in  which  separation  occurs  or  for  any  of  the  4 
preceding  years.  For  purposes  of  applying  the  nondiscrimination  re- 
quirements of  the  group-term  life  insurance  provisions,  the  Act 
also  clarifies  that,  to  the  extent  provided  in  regulations,  coverage 
and  benefit  tests  are  applied  separately  to  active  and  former  em- 
ployees. 

The  Act  also  makes  a  clerical  correction  to  section  83(e)(5),  which 
coordinates  that  section  with  section  79.  Section  83(e)(5)  presently 
excepts  the  cost  of  group-term  life  insurance  to  which  section  79 
applies  from  the  application  of  section  83  (governing  the  taxation  of 
property  transferred  in  connection  with  the  performance  of  serv- 
ices). The  Act  provides  that  section  83  shall  not  apply  to  group- 
term  life  insurance  covered  by  section  79.  Thus,  when  an  employee 
retires,  the  present  value  of  any  future  group-term  life  insurance 
coverage  which  may  become  nonforfeitable  upon  retirement  (or  the 
value  of  an  amount  set  aside  by  an  employer  to  fund  such  cover- 
age) will  not  be  taxed  immediately  to  the  employee  upon  retire- 
ment. Rather,  if  the  coverage  constitutes  group-term  life  insurance 
within  the  meaning  of  section  79  (e.g.,  the  employee  does  not  re- 
ceive a  permanent  guarantee  of  life  insurance  coverage  from  the 
insurance  company),  the  cost  of  the  coverage  will  be  taxable  annu- 
ally to  the  retired  employee  under  section  79.  This  rule  also  applies 
in  the  case  of  an  employee  who  separates  from  service  with  a 
vested  right  to  continuing  group-term  life  insurance  coverage. 

Further,  the  Act  clarifies  the  effective  date  of  the  provisions 
adopted  in  the  1984  Act  by  providing  that  the  extension  of  the 
$50,000  cap  to  retired  employees  and  the  extension  of  the  nondis- 
crimination provisions  to  former  employees  do  not  apply  to  any 
group-term  life  insurance  plan  of  the  employer  in  existence  on  Jan- 
uary 1,  1984,  but  only  with  respect  to  an  individual  who  attained 
age  55  on  or  before  January  1,  1984,  and  was  employed  by  such  em- 
ployer (or  a  predecessor  employer)  at  any  time  during  1983.  The 
1984  Act  amendments  also  shall  not  apply  to  any  employee  who  re- 
tired from  employment  on  or  before  January  1,  1984,  and  who, 
when  he  retired,  was  covered  by  a  group-term  life  insurance  plan 
of  the  employer  (or  a  predecessor  plan). 
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The  Act  amends  the  rules  with  respect  to  grandfathered  individ- 
uals to  provide  that,  in  applying  the  nondiscrimination  rules  under 
section  79,  such  individuals  may  be  disregarded  at  the  employer's 
election. 

The  provision  relating  to  the  determination  of  costs  with  respect 
to  key  employees  in  a  discriminatory  plan  is  effective  for  taxable 
years  ending  after  the  date  of  enactment  of  the  Act. 

The  Act  clarifies  what  qualifies  as  a  comparable  successor  plan 
for  purposes  of  the  grandfather  provision  under  the  1984  Act.  A 
comparable  successor  plan  includes,  with  respect  to  a  grandfa- 
thered individual,  any  plan  that  does  not  provide  increased  bene- 
fits. If  the  benefits  of  a  grandfathered  individual  are  increased,  the 
grandfather  rule  no  longer  applies  to  that  individual.  The  grandfa- 
ther rule  treatment  is,  however,  retained  with  respect  to  any  em- 
ployee whose  benefits  do  not  increase  under  the  plan. 

For  purposes  of  determining  whether  the  benefits  of  an  employee 
increase,  it  is  anticipated  that  rules  similar  to  those  of  section  79(c) 
and  Treasury  Regulation  section  1.79-3  are  to  apply,  but  amounts 
excluded  from  gross  income  under  section  79(a)(1)  are  taken  into 
account. 

If  the  employee's  share  of  the  total  cost  of  group-term  life  insur- 
ance decreases,  then  such  a  decrease  is  treated  as  increased  bene- 
fits under  the  plan,  thereby  eliminating  the  grandfather  treatment 
for  the  employee.  Whether  the  employee's  share  of  the  cost  of 
group-term  life  insurance  decreases  is  determined  by  the  change  in 
the  employee's  share  per  $1,000  of  insurance  coverage. 

32.  Amendment  related  to  certain  exchanges  of  insurance  policies 
(sec.  1828  of  the  Act  and  sec.  1035(b)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  no  gain  or  loss  is  recognized  on  the 
exchange  of  (1)  a  contract  of  life  insurance  for  another  contract  of 
life  insurance  or  for  an  endowment  or  an  annuity  contract;  (2)  a 
contract  of  endowment  insurance  for  another  contract  of  endow- 
ment with  the  same  or  earlier  payment  date,  or  for  an  annuity  con- 
tract; or  (3)  an  annuity  contract  for  an  annuity  contract.  For  pur- 
poses of  this  exchange  rule,  an  endowment  contract  and  a  life  in- 
surance contract  are  defined  to  include  contracts  issued  by  any  in- 
surance company  taxable  under  subchapter  L  of  the  Code.  This 
change  in  law  effective  in  1984  was  intended  to  recognize  that  the 
focus  of  the  exchange  rule  should  be  on  the  character  and  benefits 
of  the  contract  rather  than  the  particular  tax  status  of  the  compa- 
ny issuing  the  contract. 

Explanation  of  Provision 

The  Act  amends  the  definition  of  an  endowment  contract  and  a 
life  insurance  contract  by  merely  requiring  that  the  contracts  be 
issued  by  any  insurance  company,  whether  or  not  such  company  is 
a  taxable  entity  under  the  Code.  This  provision  applies  to  ex- 
changes occurring  before,  on,  or  after  October  22,  1986. 
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33.  Waiver  of  interest  on  certain  underpayments  of  tax  (sec.  1829 

of  the  1984  Act) 

Prior  Law 

Under  prior  and  present  law,  interest  on  an  underpayment  of 
tax  generally  is  payable  from  the  due  date  of  the  return  (deter- 
mined without  regard  to  extensions). 

Explanation  of  Provision 

The  Act  provides  that  no  interest  shall  be  payable  for  any  period 
before  July  19,  1984,  on  any  underpayment  of  tax  imposed  by  the 
Internal  Revenue  Code,  to  the  extent  such  underpayment  was  cre- 
ated or  increased  by  any  provision  of  subtitle  A  of  title  II  of  the 
Tax  Reform  Act  of  1984. 

34.  Scope  of  section  255  of  the  Tax  Equity  and  Fiscal  Responsibil- 

ity Act  of  1982  (sec.  1830  of  the  Act) 

Prior  Law 

Section  255  of  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982  repealed  section  820  of  the  Code  relating  to  the  option  treat- 
ment of  modified  coinsurance  contracts  and  adopted  a  grandfather 
provision  with  respect  to  the  treatment  of  modified  coinsurance 
contracts  for  taxable  years  prior  to  1982.  Under  this  grandfather 
rule,  any  determination  as  to  whether  any  contract  met  the  re- 
quirements of  section  820  (before  repeal)  (1)  was  to  be  made  solely 
by  reference  to  the  terms  of  the  contract,  and  (2)  the  treatment  of 
the  contract  was  made  in  accordance  with  the  regulations  under 
section  820  as  in  effect  on  December  31,  1981.  Under  TEFRA,  such 
contracts  were  grandfathered  except  in  the  event  of  fraud. 

The  Internal  Revenue  Service  has  recently  issued  "guidelines"  to 
auditing  agents  instructing  them  to  raise  certain  issues  with  re- 
spect to  modified  coinsurance  contracts.  The  guidelines  apply  to 
taxable  years  prior  to  1982  and  direct  agents  to  examine  two  issues: 
(1)  the  date  on  which  modified  coinsurance  contracts  became  effec- 
tive, and  (2)  the  rate  at  which  investment  income  was  transferred 
under  the  contracts. 

Explanation  of  Provision 

The  provision  clarifies  the  intent  of  Congress  that,  for  taxable 
years  prior  to  January  1,  1982,  the  IRS  should  give  full  and  com- 
plete effect  to  the  terms  of  a  modified  coinsurance  contract.  Ac- 
cordingly, under  the  provision,  the  IRS  is  to  respect  the  manner  in 
which  the  terms  of  a  modified  coinsurance  contract  have  been  re- 
flected on  the  tax  return.  In  particular,  the  provision  requires  the 
IRS  to  recognize  the  investment  income  rate  terms  and  the  effec- 
tive date  terms  stated  in  the  contract. 


C.  Technical  Corrections  to  Private  Foundation  Provisions 

1.  Reduction  in  section  4940  excise  tax  where  charitable  payout 
meets  certain  distribution  requirements  (sec.  1832  of  the  Act 
and  sec.  4940  of  the  Code) 

Prior  Law 

Under  the  1984  Act,  the  rate  of  the  excise  tax  imposed  on  the  net 
investment  income  of  a  private  foundation  (Code  sec.  4940)  is  re- 
duced for  a  taxable  year  from  two  percent  to  one  percent  if  the 
amount  of  qualifying  distributions  made  by  the  foundation  during 
that  taxable  year  equals  or  exceeds  the  sum  of  (1)  an  amount  equal 
to  the  foundation's  assets  for  such  taxable  year  multiplied  by  the 
average  percentage  payout  for  the  base  period,  plus  (2)  one  percent 
of  the  foundation's  net  investment  income  for  such  taxable  year. 
However,  the  reduction  is  not  available  for  a  year  if  the  founda- 
tion's average  percentage  payout  for  the  base  period  is  less  than 
five  percent,  or  3  Va  percent  in  the  case  of  a  private  operating  foun- 
dation (sec.  4940(e)(2)(B)).  The  reduction  in  the  section  4940  tax  rate 
is  effective  for  taxable  years  beginning  after  1984. 

Explanation  of  Provision 

The  Act  modifies  the  rule  disqualifying  certain  foundations  from 
the  section  4940  rate  reduction,  to  provide  that  the  rate  reduction 
is  not  available  if  the  foundation  was  liable  for  tax  under  section 
4942  with  respect  to  any  year  in  the  base  period. 

This  modification  effectuates  the  intended  rule  that  a  foundation 
which  failed  in  any  base  period  year  to  make  the  minimum  re- 
quired expenditures  for  charitable  purposes  should  not  be  eligible 
to  obtain  the  benefit  of  tax  reduction  merely  by  increasing  its 
qualifying  distributions  (in  an  amount  at  least  equal  to  one  percent 
of  net  investment  income)  up  to  the  minimum  section  4942  level. 
As  a  result  of  the  modification  made  by  the  Act,  a  nonoperating 
foundation  will  not  be  disqualified  from  the  rate  reduction  in  two 
situations  where  the  foundation  does  not  incur  liability  for  section 
4942  taxes  even  though  the  amount  of  its  qualifying  distributions 
(sec.  4942(g))  does  not  equal  at  least  five  percent  of  its  assets.  The 
first  situation  results  from  the  fact  that  under  section  4942(d),  the 
distributable  amount  equals  the  minimum  investment  return  (five 
percent  of  assets)  reduced  by  the  sum  of  any  taxes  imposed  on  the 
foundation  for  the  taxable  year  under  section  4940  and  the  unrelat- 
ed business  income  tax.  The  second  situation  results  from  the  fact 
that  under  section  4942(i),  the  distributable  amount  is  further  re- 
duced by  the  amount  of  any  excess  distributions  carryovers  from  a 
prior  year.  However,  since  neither  the  amount  of  such  taxes  nor 
the  amount  of  such  carryover  distributions  is  included  in  the  defi- 
nition of  qualifying  distributions  in  section  4942(g),  a  foundation 
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whose  distributable  amount  is  reduced  by  such  taxes  or  carryover 
excess  distributions  does  not  incur  section  4942  tax  liability  if  the 
amount  of  its  qualifying  distributions,  while  less  than  the  mini- 
mum investment  return,  equals  or  exceeds  the  distributable 
amount  as  thus  computed.  At  the  same  time,  the  technical  amend- 
ment made  by  the  Act  precludes  any  reduction  in  the  section  4940 
tax  if,  with  respect  to  any  base  period  year,  the  foundation  is  liable 
for  tax  under  section  4942  for  failure  to  satisfy  the  minimum  distri- 
bution requirements. 

2.  Exemption  for  certain  games  of  chance  (sec.  1833  of  the  Act 
and  sec.  513  of  the  Code) 

Prior  Law 

The  1984  Act  provides  that,  for  purposes  of  Code  section  513,  the 
term  unrelated  trade  or  business  does  not  include  any  trade  or 
business  that  consists  of  conducting  a  game  of  chance  if  (1)  the 
game  of  chance  is  conducted  by  a  nonprofit  organization,  (2)  the 
conducting  of  the  game  by  such  organization  does  not  violate  any 
State  or  local  law,  and  (3)  as  of  October  5,  1983,  there  was  a  State 
law  in  effect  that  permitted  the  conducting  of  the  game  of  chance 
only  by  a  nonprofit  organization  (i.e.,  the  conducting  of  the  game  of 
chance  by  other  than  nonprofit  organizations  would  violate  the 
State  law).  This  provision  applies  to  games  of  chance  conducted 
after  June  30,  1981. 

Explanation  of  Provision 

The  Act  clarifies  that  the  only  State  law  to  which  the  provision 
is  intended  to  apply  is  a  North  Dakota  law  originally  enacted  on 
April  22,  1977. 


D.  Technical  Corrections  to  Tax  Simplification  Provisions 

1.  Domestic  relations  provisions  (sees.  1842  and  1843  of  the  Act 
and  sees.  71  and  1041  of  the  Code) 

Prior  Law 

The  1984  Act  revised  the  rules  defining  deductible  alimony  and 
generally  provided  that  property  transfers  between  spouses  or  inci- 
dent to  divorce  were  tax-free. 

Explanation  of  Provisions 
Alimony 

The  Act  makes  several  changes  to  the  alimony  rules.  First,  the 
Act  provides  that  alimony  payments  will  not  be  disqualified  solely 
because  the  decree  does  not  specifically  state  that  the  payments 
will  terminate  at  the  payee's  death. 

The  Act  also  revises  the  front-loading  alimony  rules  of  section 
71(f)  in  order  to  better  conform  to  the  current  trend  of  state  divorce 
law  to  require  short  term  support  payments  on  a  theory  of  "reha- 
bilitative alimony".  Under  the  Act,  if  the  alimony  payments  in  the 
first  year  exceed  the  average  payments  in  the  second  and  third 
year  by  more  than  $15,000,  the  excess  amounts  are  recaptured  in 
the  third  year  by  requiring  the  payor  to  include  the  excess  in 
income  and  allowing  the  payee  who  previously  included  the  alimo- 
ny in  income  a  deduction  for  that  amount  in  computing  adjusted 
gross  income.  A  similar  rule  applies  to  the  extent  the  payments  in 
the  second  exceed  the  payments  in  the  third  year  by  more  than 
$15,000.  This  rule  is  intended  to  prevent  persons  whose  divorce 
occurs  near  the  end  of  the  year  from  making  a  deductible  property 
settlement  in  the  beginning  of  the  next  year.  Unlike  prior  law, 
there  is  no  requirement  that  payments  be  made  over  a  minimum 
term.  Recapture  is  not  required  if  either  party  dies  or  if  the  payee 
spouse  remarries  by  the  end  of  the  calendar  year  which  is  two 
years  after  the  payments  began  and  payments  cease  by  reason  of 
that  event.  Also  the  rule  does  not  apply  to  temporary  support  pay- 
ments (described  in  sec.  71(b)(2)(C))^  or  to  payments  which  fluctuate 
as  a  result  of  a  continuing  liability  to  pay,  for  at  least  three  years, 
a  fixed  portion  or  portions  of  income  from  the  earnings  of  a  busi- 
ness, property  or  services.  The  portions  of  the  payor's  income 
which  are  payable  to  the  payee  spouse  under  this  exception  may 


'  The  principles  set  forth  in  Treas.  Reg.  sec.  1.71-lT(d)  (A-22,  last  sentence)  are  intended  to 
continue  to  apply  to  temporary  support  payments  under  the  amended  provision. 
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vary  as  the  payor's  income  varies,  so  long  as  the  percentages  are 
themselves  fixed  in  the  instrument. 

Thus,  for  example,  if  the  payor  makes  alimony  payments  of 
$50,000  in  the  first  year  and  no  payments  in  the  second  or  third 
year,  $35,000  will  be  recaptured  (assuming  none  of  the  exceptions 
apply).  If  instead  the  payments  are  $50,000  in  the  first  year, 
$20,000  in  the  second  year  and  nothing  in  the  third  year,  the  recap- 
ture amount  will  consist  of  $5,000  from  the  second  year  (the  excess 
over  $15,000)  plus  $27,500  for  the  first  year  (the  excess  of  $50,000 
over  the  sum  of  $15,000  plus  $7,500).  (The  $7,500  is  the  average  pay- 
ments for  years  two  and  three  after  reducing  the  payments  by  the 
$5,000  recaptured  from  year  two.) 

This  new  provision  will  generally  apply  to  divorce  or  support  de- 
crees and  agreements  executed  after  1986.  The  provision  will  also 
apply  with  respect  to  the  modification  of  a  prior  instrument  where 
the  modified  instrument  expressly  so  provides.  The  Act  also  re- 
duces the  recapture  period  to  three  years  for  those  divorce  decrees 
and  agreements  not  covered  by  the  amendment  described  above. 

Property  transfers 

With  respect  to  property  transfers,  the  Act  clarifies  that  in  the 
case  of  the  transfer  of  property  to  a  trust  for  the  assumption  of  (or 
subject  to)  liabilities  in  excess  of  basis,  gain  will  be  recognized  to 
the  extent  of  such  excess  notwithstanding  section  1041(a).2  Gain 
will  also  be  recognized  on  the  transfer  of  installment  obligations  to 
a  trust.  These  rules  are  not  intended  to  apply  where  any  gain  will 
be  taxed  to  the  transferor  under  the  grantor  trust  rules. 

2.  Miscellaneous  amendments  (sees.  1841   and  1844-1848  of  the 

Act) 

Prior  Law 

The  1984  Act  contained  a  title  which  added  a  number  of  provi- 
sions intended  to  simplify  and  improve  the  laws.  These  included 
provisions  related  to  the  individual  estimated  tax,  at-risk,  adminis- 
trative provisions,  distilled  spirits,  the  Tax  Court,  income  tax  cred- 
its and  dead  wood. 

Explanation  of  Provision 

The  Act  makes  numerous  nonsubstantive  clerical  and  conform- 
ing amendments  to  these  provisions. 

The  Act  also  restores  two  provisions  of  prior  law  which  were  in- 
advertently changed  by  the  1984  Act.  First,  certain  non-resident 
aliens  will  continue  to  be  required  to  make  estimated  tax  payments 
in  three,  rather  than  four,  installments.  One-half  of  the  estimated 
tax  will  be  due  with  the  first  payment.  Second,  the  principles  of 


^  In  as  much  as  this  rule  is  similar  to  the  rule  involving  certain  corporate  transfers  under 
section  357(c),  principles  applicable  under  that  section  are  intended  to  apply  to  section  1041(e). 
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pre-1984  law  relating  to  the  carryover  of  credits  (including  the  for- 
eign tax  credit)  by  taxpayers  subject  to  the  alternative  minimum 
tax  are  restored.  The  conforming  amendment  relating  to  the  for- 
eign tax  credit  will  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1982  (the  effective  date  of  the  changes  to  the  minimum  tax 
made  by  TEFRA).^ 


^  The  alternative  minimum  tax  was  completely  rewritten  by  Title  Vll  of  the  Act,  effective  for 
taxable  years  beginning  after  1986. 


E.  Technical  Corrections  to  Employee  Benefit  Provisions 

1.  Funded  Welfare  Benefit  Plans  (sec.  1851  of  the  Act  and  sees. 
419,  419A,  505,  512,  and  4976  of  the  Code) 

Under  prior  and  present  law,  the  amount  of  the  deduction  other- 
wise allowable  to  an  employer  for  a  contribution  to  a  welfare  bene- 
fit fund  for  any  taxable  year  is  not  to  exceed  the  qualified  cost  of 
the  fund  for  the  year.  The  qualified  cost  of  a  welfare  benefit  fund 
for  a  year  is  the  sum  of  (1)  the  qualified  direct  cost  of  the  fund  for 
the  year  and  (2)  the  addition  (within  limits)  to  reserves  under  the 
fund  for  the  year  (the  qualified  asset  account),  reduced  by  the  after- 
tax income  of  the  fund.  The  deduction  limits  do  not  apply  to  a  10- 
or-more  employer  plan. 

a.  Definition  of  fund 

Prior  Law 

Under  prior  and  present  law,  a  fund  is  defined  as  any  tax-exempt 
social  club,  voluntary  employees'  beneficiary  association  (VERA), 
supplemental  unemployment  compensation  benefit  trust  (SUB),  or 
group  legal  services  organization;  any  trust  corporation,  or  other 
organization  not  exempt  from  income  tax;  and,  to  the  extent  pro- 
vided by  Treasury  regulations,  any  account  held  for  an  employer 
by  any  person.  A  fund  includes  a  retired  life  reserve  account  main- 
tained by  an  insurance  company  on  behalf  of  an  employer.  Under 
prior  law,  if  an  employer  contributed  amounts  to  an  insurance 
company  for  benefits  and  under  that  arrangement  the  employer 
was  entitled  to  a  rebate  if  the  amount  paid  exceeded  benefit  claims 
or  was  liable  if  the  benefit  claims  exceeded  the  amount  paid,  then 
such  contributions  were  considered  to  have  been  made  to  a  welfare 
benefit  fund. 

Under  prior  and  present  law,  an  employer  is  not  permitted  a  de- 
duction for  premiums  paid  on  a  life  insurance  policy  covering  the 
life  of  any  officer  or  employee,  or  of  any  person  financially  interest- 
ed in  any  trade  or  business  carried  on  by  the  employer,  if  the  em- 
ployer is  directly  or  indirectly  a  beneficiary  of  the  policy  (Code  sec. 
264(a)(1)). 

Explanation  of  Provision 

The  Act  amends  the  definition  of  a  "fund"  to  exclude  amounts 
held  under  the  following  types  of  insurance  arrangements:  (1)  an 
insurance  contract  subject  to  sec.  264(a)(1);  and  (2)  certain  "quali- 
fied nonguaranteed  contracts." 

First,  under  the  Act,  the  term  "fund"  does  not  include  amounts 
held  by  an  insurance  company  pursuant  to  a  life  insurance  policy 
on  the  life  of  an  officer,  employee,  or  person  financially  interested 
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in  the  trade  or  business  of  the  employer,  if  the  employer  is  the 
direct  or  indirect  beneficiary  of  the  policy  because  the  amounts 
contributed  are  not  deductible  by  the  employer. 

The  Act  also  modifies  the  term  "fund"  to  exclude  amounts  held 
by  an  insurance  company  under  certain  "qualified,  nonguaranteed 
contracts."  A  qualified,  nonguaranteed  insurance  contract  is  de- 
fined as  an  insurance  contract  (including  a  reasonable  premium 
stabilization  reserve)  under  which  (1)  there  is  not  a  guarantee  of  a 
renewal  of  the  contract  at  guaranteed  premium  rates,  and  (2)  other 
than  current  insurance  protection,  the  only  payments  to  which  the 
employer  or  employees  are  entitled  under  the  contract  are  refunds 
or  policy  dividends  that  are  not  guaranteed,  that  are  experience 
rated,  and  that  are  determined  by  factors  other  than  the  amount  of 
welfare  benefits  paid  to  (or  on  behalf  of)  the  employees  of  the  em- 
ployer or  their  beneficiaries. 

Thus,  under  the  Act,  amounts  that  are  held  by  an  insurance 
company  for  an  employer  generally  are  not  to  be  treated  as  a  fund 
to  the  extent  that  the  amounts  are  subject  to  a  significant  current 
risk  of  economic  loss  that  is  determined,  in  part,  by  factors  other 
than  the  amount  of  welfare  benefits  paid  to  (or  on  behalf  of)  the 
employees  of  the  employer.  Experience  refunds  or  policy  dividends 
are  determined  by  additional  factors  if  they  reflect  a  charge  for 
pooling  of  large  individual  claims,  if  the  insurance  company's  re- 
tention reflects  a  risk  charge  related  to  the  insurer's  actual  or  an- 
ticipated experience  under  the  class  of  business  to  which  the  con- 
tract belongs,  or  if  the  claims  experience  of  other  policyholders  is 
otherwise  taken  into  account.  For  example,  an  additional  factor  is 
present  if  the  experience  refund  or  policy  dividend  is  based  on  the 
experience  of  a  single  employer  together  with  a  risk  charge  that  is 
intended  to  assess  the  employer  for  an  appropriate  share  of  the  in- 
surance company's  anticipated  losses  under  policies  if  claims  and 
expenses  exceed  premiums  collected.  Congress  did  not  intend,  how- 
ever, that  a  de  minimis  risk  charge  on  its  own  is  sufficient  to 
create  a  significant  risk  of  economic  loss. 

Congress  emphasized  that,  in  prescribing  regulations  relating  to 
the  definition  of  a  fund,  the  Treasury  Department  is  to  take  into 
account  that  the  principal  purpose  of  the  provision  is  to  prevent 
employers  from  taking  premature  deductions  for  expenses  that 
have  not  yet  been  incurred.  To  the  extent  that  the  temporary  and 
proposed  regulations  could  be  interpreted  to  include  in  the  defini- 
tion of  a  fund  certain  experience-rated  insurance  arrangements 
with  a  significant  current  risk  of  economic  loss.  Congress  did  not 
believe  that  the  regulations  implemented  this  purpose.  Congress 
believed  that  significant  premature  deductions  do  not  occur  with 
respect  to  experience-rated  group  insurance  because  of  the  element 
of  insurance  risk  transferred  to  the  insurance  company.  Thus,  by 
excluding  qualified  nonguaranteed  insurance  contracts  from  the 
definition  of  a  fund,  the  Act  makes  clear  that  typical  group  insur- 
ance arrangements  are  not  to  be  made  subject  to  the  welfare  bene- 
fit fund  provisions  through  regulations.  In  addition.  Congress  reit- 
erated that  any  regulations  defining  the  term  "fund"  should  take 
into  account  that  the  principal  purpose  of  the  provision  is  to  pre- 
vent premature  deductions  by  employers. 
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Congress  intended  that  the  definition  of  a  qualified,  nonguaran- 
teed  insurance  contract  include  amounts  held  by  an  insurance  com- 
pany pursuant  to  certain  guaranteed  renewal  contracts,  under 
which  the  employer's  right  to  renew  the  contract  is  guaranteed, 
but  the  level  of  premiums  charged  to  the  employer  is  not  guaran- 
teed. Congress  believed  that,  if  the  insurance  company  can  increase 
premiums  charged  to  an  employer  to  the  point  at  which  the  con- 
tract is  no  longer  feasible  for  the  employer,  the  contract  should  not 
be  treated  as  a  guaranteed  renewal  contract. 

In  addition,  the  Act  provides  that  even  an  arrangement  that  sat- 
isfies the  definition  of  a  qualified,  nonguaranteed  insurance  con- 
tract will  not  be  excluded  from  treatment  as  a  fund,  unless  the 
amount  of  any  experience  rated  refund  or  policy  dividend  payable 
with  respect  to  a  policy  year  is  treated  by  the  employer  as  paid  or 
accrued  in  the  taxable  year  in  which  the  employer's  contributions 
for  the  policy  year  were  deductible.  If  the  actual  amount  of  the 
refund  or  dividend  is  not  known  by  the  due  date  of  the  employer's 
tax  return  for  the  year.  Treasury  regulations  could  permit  the  use 
of  a  reasonable  estimate  of  the  amount  of  such  refund  or  dividend. 
In  addition.  Treasury  regulations  could  require  insurance  compa- 
nies to  submit  information  (including  proprietary  information  of 
the  insurance  company)  relating  to  the  basis  for  the  calculation  of 
experience  refunds  and  policy  dividends. 

To  the  extent  that  the  general  rules  for  the  exclusion  of  amounts 
held  by  an  insurance  company  are  satisfied,  amounts  held  by  an 
insurance  company  for  a  reasonable  premium  stabilization  reserve 
for  an  employer  are  not  treated  as  a  fund.  Thus,  a  premium  stabili- 
zation reserve,  if  limited  to  a  reasonable  amount,  is  not  treated  as 
a  fund  to  the  extent  that  (1)  such  amounts  are  subject  to  a  signifi- 
cant current  risk  of  economic  loss,  and  (2)  experience  rated  refunds 
and  policy  dividends  payable  by  the  reserve  with  respect  to  a  policy 
year  are  treated  by  the  employer  as  paid  or  accrued  in  the  taxable 
year  in  which  the  employer's  contributions  for  such  policy  year 
were  deductible.  Solely  for  purposes  of  these  provisions,  the 
amounts  released  from  a  premium  stabilization  reserve  to  purchase 
current  insurance  coverage  are  to  be  treated  as  experience  rated 
refunds  or  policy  dividends. 

Whether  amounts  are  subject  to  a  significant  current  risk  of  loss 
depends  upon  the  facts  and  circumstances.  For  example,  if  an  em- 
ployer does  not  have  a  guaranteed  right  under  an  insurance  con- 
tract to  policy  dividends  based  solely  on  the  employer's  experience 
but  the  insurance  company  has,  in  practice,  consistently  paid  such 
dividends  based  solely  on  the  employer's  experience,  it  is  anticipat- 
ed that  Treasury  regulations  would  provide  that  the  amounts  held 
under  the  contract  constitute  a  fund  because  they  are  not  subject 
to  a  significant  current  risk  of  economic  loss. 

b.  Coordination  of  post-retirement  medical  benefits  with  limits  on 
contributions  under  qualified  plans 

Prior  Law 

Under  the  provisions  of  the  1984  Act  relating  to  the  coordination 
of  net  contributions  for  post-retirement  medical  benefits  with  the 
overall  limits  on  contributions  and  benefits  under  qualified  pension 
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plans  and  certain  other  funded  plans  deferring  compensation  (sees. 
415(c)  and  (e)),  any  amount  allocated  to  a  separate  account  for  a 
key  employee  is  treated  as  an  annual  addition  to  a  defined  contri- 
bution plan.  Under  the  overall  limits,  the  annual  addition  with  re- 
spect to  an  employee  under  all  defined  contribution  plans  of  an  em- 
ployer for  a  year  is  not  to  exceed  the  lesser  of  $30,000  or  25  percent 
of  compensation.  A  lower  limit  may  apply  if  the  employer  also 
maintains  a  defined  benefit  plan  for  the  employee. 

Under  prior  law,  the  25-percent  limit  prevented  reserve  additions 
for  post-retirement  medical  benefits  after  the  retirement  of  a  key 
employee.  Thus,  if  an  employer  made  additional  contributions  to  a 
fund  for  post-retirement  medical  benefits  on  behalf  of  a  retired  key 
employee,  then  the  contribution  violated  the  25  percent  of  compen- 
sation limit  because  a  retired  employee  had  no  compensation. 

Explanation  of  Provision 

The  Act  provides  that  the  amount  treated  as  an  annual  addition 
under  the  rules  for  coordinating  the  post-retirement  medical  bene- 
fits with  the  overall  limits  on  qualified  plans  is  not  subject  to  the 
25-percent-of-compensation  limit  usually  applicable  to  annual  addi- 
tions. For  example,  assume  the  compensation  of  an  employee  is 
$100,000  for  a  year  and  $5,000  is  treated  as  an  annual  addition 
under  the  limits  for  the  employee  under  the  rules  for  post-retire- 
ment medical  benefits  under  a  qualified  plan.  Assume  further  that 
the  employee's  annual  addition  for  the  year  under  a  qualified  de- 
fined contribution  plan,  without  regard  to  the  post-retirement  med- 
ical benefit,  is  $25,000  (a  contribution  equal  to  the  maximum  per- 
centage of  compensation  limit).  Under  the  Act,  the  total  annual  ad- 
dition for  post-retirement  medical  benefits  does  not  cause  the 
annual  addition  to  exceed  the  25-percent  limit  on  annual  additions 
even  though  the  annual  addition  would  exceed  that  limit  if  the 
amount  added  for  post-retirement  medical  benefits  were  taken  into 
account.  The  annual  addition  of  $30,000  is,  however,  subject  to  the 
separate  dollar  limit  of  section  415(c)  for  the  year  and,  if  the  em- 
ployer also  maintains  a  defined  benefit  plan  for  the  employee,  the 
full  annual  addition  of  $30,000  is  taken  into  account  in  determining 
whether  the  combined  plan  limits  of  section  415(e)  are  satisfied. 

The  effect  of  this  rule  also  is  to  permit  the  funding  of  post-retire- 
ment medical  benefits  on  behalf  of  a  key  employee  during  periods 
when  the  employee  has  no  compensation  from  the  employer  (e.g., 
after  retirement). 

c.  Separate  accounting  required  for  certain  amounts 

Prior  Law 

In  order  to  provide  an  overall  limit  with  respect  to  pre-retire- 
ment deductions  for  certain  post-retirement  benefits  of  key  employ- 
ees, the  1984  Act  required  separate  accounting  for  contributions  to 
provide  post-retirement  medical  or  post-retirement  life  insurance 
benefits  to  an  individual  who  is,  or  ever  has  been  (after  the  effec- 
tive date  of  the  1984  Act),  a  key  employee. 
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Explanation  of  Provision 

The  Act  clarifies  the  requirement  for  separate  accounting  with 
respect  to  post-retirement  medical  benefits  and  post-retirement  life 
insurance  benefits.  Under  the  Act,  the  separate  accounting  require- 
ment does  not  apply  until  the  first  taxable  year  for  which  a  reserve 
is  computed  using  the  special  provisions  applicable  to  these  bene- 
fits (or  assets  of  a  fund  held  before  the  effective  date  are  allocated 
to  a  separate  account).  The  separate  account  requirement  applies 
for  that  first  year  and  for  all  subsequent  taxable  years. 

d.    Reserves    for    discriminatory    post-retirement    benefits    dis- 
regarded 

Prior  Law 

Under  the  1984  Act,  no  reserve  is  to  be  taken  into  account  in 
computing  the  account  limit  with  respect  to  a  post-retirement  med- 
ical benefit  or  a  post-retirement  life  insurance  benefit  under  a  plan 
that  does  not  meet  the  nondiscrimination  standard  provided  by  the 
1984  Act  (sec.  505).  Under  prior  law,  the  application  of  this  rule 
was  unclear  both  with  respect  to  benefits  (such  as  benefits  under  a 
self-insured  health  plan)  that  were  subject  to  nondiscrimination  re- 
quirements different  from  the  Act's  standard  and  with  respect  to 
benefits  (such  as  benefits  under  an  insured  plan)  not  subject  to  any 
nondiscrimination  requirement.  The  nondiscrimination  standards 
of  the  Act  do  not  apply  to  benefits  under  certain  collectively  bar- 
gained plans. 

Explanation  of  Provision 

The  Act  provides  that  no  reserve  generally  may  be  taken  into  ac- 
count in  determining  the  account  limit  for  a  welfare  benefit  fund 
for  post-retirement  medical  benefits  or  life  insurance  benefits  (in- 
cluding death  benefits)  unless  the  plan  meets  the  nondiscrimina- 
tion requirements  with  respect  to  those  benefits  (sec.  505(b)), 
whether  or  not  those  nondiscrimination  requirements  apply  in  de- 
termining the  tax-exempt  status  of  the  fund.  The  bar  against 
taking  post-retirement  medical  benefits  and  life  insurance  benefits 
into  account  in  determining  the  account  limit  does  not  apply, 
under  the  Act,  in  the  case  of  benefits  provided  pursuant  to  a  collec- 
tive bargaining  agreement  between  one  or  more  employee  repre- 
sentatives and  one  or  more  employers  if  the  Secretary  of  the  Treas- 
ury finds  that  the  agreement  is  a  collective  bargaining  agreement 
and  that  post-retirement  medical  benefits  or  post-retirement  life  in- 
surance benefits  (as  the  case  may  be)  were  the  subject  of  good  faith 
bargaining  between  the  employee  representatives  and  the  employer 
or  employers. 

The  Act  clarifies  that  certain  post-retirement  group-term  life  in- 
surance benefits  that  fail  to  satisfy  the  nondiscrimination  require- 
ments of  Code  section  505(b)  may,  nevertheless,  be  taken  into  ac- 
count in  determining  the  account  limit  to  the  extent  that  the 
group-term  life  insurance  benefits  are  provided  under  an  arrange- 
ment with  respect  to  individuals  grandfathered  under  section  223 
of  the  1984  Act. 
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e.  Account  limit  for  life  insurance  benefits 

Prior  Law 

In  the  case  of  a  life  insurance  or  death  benefit,  the  1984  Act  pro- 
vided that  the  account  limit  is  not  to  include  a  reserve  to  the 
extent  the  reserve  takes  account  of  an  amount  of  insurance  that 
exceeds  the  amount  that  may  be  provided  to  an  employee  tax-free 
under  an  employer's  group-term  life  insurance  program  (sec.  79).  In 
the  case  of  a  self-insured  death  benefit,  the  account  limit  is  not  to 
include  a  reserve  to  the  extent  that  a  benefit  would  be  includible  in 
gross  income  if  the  limit  on  excludable  death  benefits  were  $50,000. 

Explanation  of  Provision 

The  Act  clarifies  that  life  insurance  benefits  are  not  to  be  taken 
into  account  in  determining  the  account  limit  under  a  welfare  ben- 
efit fund  to  the  extent  that  the  aggregate  amount  of  such  benefits 
to  be  provided  with  respect  to  an  employee  exceeds  $50,000.  Accord- 
ingly, under  the  Act,  the  $50,000  limit  applies  with  respect  to  the 
aggregate  of  self-insured  and  insured  life  insurance  benefits  under 
all  funds  maintained  by  the  employer.  The  Act  does  not  change  the 
rules  of  the  1984  Act  under  which  certain  post-retirement  life  in- 
surance benefits  in  excess  of  $50,000  may  be  taken  into  account  in 
determining  the  account  limit  for  certain  individuals  under  plans 
in  existence  on  January  1,  1984  (1984  Act  sec.  223(d)(2)). 

f.  Actuarial  certification 

Prior  Law 

The  1984  Act  provided  that  the  account  limit  for  a  qualified  asset 
account  (reserve)  for  a  taxable  year  is  generally  the  amount  reason- 
ably and  actuarially  necessary  to  fund  claims  incurred  but  unpaid 
(as  of  the  close  of  the  taxable  year)  for  benefits  with  respect  to 
which  the  account  is  maintained  and  the  administrative  costs  in- 
curred with  respect  to  those  claims.  Claims  incurred  but  unpaid  in- 
clude claims  incurred  but  unreported  as  well  as  claims  reported 
but  unpaid.  The  time  at  which  claims  are  incurred  is  the  time  at 
which  the  employee  becomes  entitled  to  the  benefits,  i.e.,  the  time 
at  which  the  fund  becomes  liable  for  the  claims.  Under  the  1984 
Act,  insurance  premiums,  whenever  payable,  are  not  regarded  as 
claims  incurred  but  unpaid. 

Unless  there  is  an  actuarial  certification  with  respect  to  benefits 
other  than  (1)  post-retirement  medical  benefits  or  post-retirement 
life  insurance  benefits  or  (2)  supplemental  unemployment  compen- 
sation (SUB)  or  severance  pay  benefits,  the  account  limit  for  a  wel- 
fare benefit  fund  is  not  to  exceed  certain  safe-harbor  limits. 

In  the  case  of  short-term  disability  benefits,  the  safe-harbor  limit 
is  17.5  percent  of  the  qualified  direct  costs  for  the  immediately  pre- 
ceding year  with  respect  to  such  benefits.  A  short-term  disability  is 
a  disability  that  has  persisted  for  at  least  2  weeks  and  is  not  a  long- 
term  disability.  A  long-term  disability  is  a  disability  that  (1)  has 
persisted  for  at  least  5  months,  and  (2)  a  medical  evaluation  deter- 
mines that  such  disability  is  expected  to  last  for  at  least  12  months. 
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The  legislative  history  of  the  1984  Act  provides  that  no  more 
than  5  months  of  benefit  payments  are  to  be  deemed  to  have  been 
incurred  with  respect  to  short-term  disabilities. 

Explanation  of  Provision 

The  Act  provides  that  the  requirement  for  an  actuarial  certifica- 
tion also  applies  to  post-retirement  medical  benefits  and  post-retire- 
ment life  insurance  benefits,  unless  a  safe  harbor  computation  is 
used. 

Congress  clarified  the  application  of  the  account  limit  rules  to 
short-term  disability.  Because  a  disability  that  is  expected  to  last 
more  than  5  months,  but  less  than  12  months,  is  not  treated  as  a 
long-term  disability.  Congress  intends  that  the  legislative  history  of 
the  1984  Act  will  not  prohibit  the  funding  of  up  to  12  months  of 
benefit  payments  for  short-term  disabilities  that  are  expected  to 
last  more  than  5  months. 

g.  Aggregation  of  funds 

Prior  Law 

In  addition  to  the  limits  provided  by  the  1984  Act  with  respect  to 
post-retirement  medical  benefits  provided  under  a  welfare  benefit 
fund,  the  1984  Act  dollar  limits  were  provided  with  respect  to  the 
amount  of  life  insurance  benefits,  disability  benefits,  and  supple- 
mental unemployment  compensation  benefits  or  severance  pay  ben- 
efits for  which  a  reserve  may  be  accumulated  for  any  participant. 
The  1984  Act  did  not  specify  that  these  limits  apply  to  the  aggre- 
gate of  reserves  under  all  funds  of  an  employer  rather  than  on  a 
fund-by-fund  basis.  Also,  in  the  case  of  life  insurance  benefits,  that 
Act  did  not  specify  that  the  limit  on  reserves  is  to  be  applied  to  the 
aggregate  of  insured  and  self-insured  benefits. 

Explanation  of  Provision 

The  Act  provides  that,  in  computing  the  dollar  limits  applicable 
to  the  amount  of  reserves  for  disability  benefits,  post-retirement 
medical  benefits,  and  post-retirement  life  insurance  benefits  for 
which  reserves  may  be  accumulated  for  any  participant,  all  welfare 
benefit  funds  of  an  employer  are  treated  as  a  single  fund.  In  the 
absence  of  Treasury  regulations  to  the  contrary,  the  limit  is  allo- 
cated proportionately  to  the  amount  of  the  death  benefit  in  each 
plan. 

h.  Transition  rules 

Prior  Law 

The  account  limit  for  any  of  the  first  four  taxable  years  to  which 
the  rules  for  welfare  benefit  funds  apply  is  increased  by  the  appli- 
cable percentage  of  any  existing  excess  reserve.  In  particular,  the 
1984  Act  provided  that,  for  the  first  year,  the  limit  is  to  be  the  sum 
of  (1)  the  limit  determined  without  regard  to  the  transitional  rule, 
and  (2)  80  percent  of  the  existing  excess  reserve  amount.  For  the 
second,  third,  and  fourth  succeeding  years,  60,  40,  and  20  percent, 
respectively,  is  substituted  for  80  percent.  The  1984  Act  did  not 
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clearly  provide  that  the  existing  excess  reserve  for  any  year  is  to  be 
the  excess  of  (1)  the  amount  of  assets  set  aside  to  provide  disability, 
medical,  SUB,  severance  pay,  or  life  insurance  benefits  under  a 
plan  and  fund  to  provide  a  benefit  in  existence  on  July  18,  1984,  as 
of  the  close  of  the  first  taxable  year  ending  after  that  date,  over  (2) 
the  account  limit  determined,  for  the  year  the  computation  is  being 
made,  without  regard  to  the  transitional  rule. 

Explanation  of  Provision 

The  Act  provides  that,  under  the  transition  rules  for  existing 
excess  reserves,  the  amount  of  existing  excess  reserves  for  any  year 
is  the  excess  (if  any)  of  (1)  the  amount  of  assets  set  aside  at  the 
close  of  the  first  taxable  year  ending  after  July  18,  1984,  to  provide 
disability  benefits,  medical  benefits,  SUB  or  severance  pay  benefits, 
or  life  insurance  benefits,  over  (2)  the  account  limit  (without  regard 
to  the  transition  rules)  for  the  taxable  year  for  which  the  excess  is 
being  computed.  The  Act  further  provides  that  the  transition  rule 
allowing  an  increase  in  the  account  limit  because  of  existing  excess 
reserves  applies  only  to  a  welfare  benefit  fund  which,  on  July  18, 
1984,  had  assets  set  aside  to  provide  the  enumerated  benefits. 

Accordingly,  in  the  case  of  an  employer  that  maintains  a  funded 
plan  which  had  assets  set  aside  to  provide  disability  benefits,  medi- 
cal benefits,  SUB  or  severance  pay  benefits,  or  life  insurance  bene- 
fits on  July  18,  1984,  and  to  which  the  deduction  limits  first  apply 
for  the  taxable  year  beginning  January  1,  1986,  the  increase  in  the 
account  limit  for  1986  attributable  to  existing  excess  reserves  is  80 
percent  of  the  excess,  if  any,  of  the  amount  of  assets  set  aside  at 
the  close  of  1984  (the  first  taxable  year  ending  after  July  18,  1984) 
over  the  account  limit  determined  under  the  general  rules  for  1986. 
For  1987,  however,  the  increase  attributable  to  existing  excess  re- 
serves is  60  percent  of  the  excess,  if  any,  of  the  amount  of  assets  set 
aside  at  the  close  of  1984  over  the  account  limit  determined  for 
1987. 

i.  Tax  on  unrelated  business  income 

Prior  Law 

Under  prior  and  present  law,  the  tax  on  unrelated  business  tax- 
able income  of  a  social  club,  VEBA,  SUB,  or  group  legal  service  or- 
ganization applies  to  an  amount  equal  to  the  lesser  of  the  income 
of  the  fund  or  the  amount  by  which  the  assets  in  the  fund  exceed  a 
specific  limit  on  amounts  set  aside  for  exempt  purposes.  The  limit 
on  the  amount  that  may  be  set  aside  for  a  year  is  generally  not  to 
increase  the  total  amount  that  is  set  aside  to  an  amount  in  excess 
of  the  account  limit  for  the  taxable  year  determined  under  the  de- 
duction limits. 

The  limitation  on  the  amount  that  may  be  set  aside  for  purposes 
of  the  unrelated  business  income  tax  does  not  apply  to  income  at- 
tributable to  certain  existing  reserves  for  post-retirement  medical 
or  post-retirement  life  insurance  benefits.  Under  the  1984  Act,  this 
exclusion  applies  only  to  income  attributable  to  the  amount  of 
assets  set  aside,  as  of  the  close  of  the  last  plan  year  ending  before 
July  18,  1984,  for  purposes  of  providing  such  benefits. 
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In  addition,  the  1984  Act  provided  for  the  inclusion  of  a  similar 
amount  (deemed  unrelated  income)  in  the  gross  income  of  an  em- 
ployer who  maintains  a  welfare  benefit  fund  that  is  not  exempt 
from  income  tax.  It  was  anticipated  that  Treasury  regulations 
would  provide  that  deemed  unrelated  income  will  be  treated  in  a 
manner  that  will  not  subject  the  same  income  to  tax  more  than 
once. 

Explanation  of  Provision 

The  Act  makes  it  clear  that  the  tax  on  unrelated  business 
income  applies  in  the  case  of  a  10-or-more  employer  plan.  Under 
the  Act,  the  account  limit  is  to  be  determined  as  if  the  rules  limit- 
ing deductions  for  employer  contributions  applied. 

In  addition,  the  Act  provides  that  the  transition  rule  for  pre-ex- 
isting reserves  for  post-retirement  medical  and  life  insurance  bene- 
fits applies  to  the  greater  of  the  amount  of  assets  set  aside  as  of  (1) 
July  18,  1984,  or  (2)  the  close  of  the  last  plan  year  ending  before 
July  18,  1984,  rather  than  only  to  assets  set  aside  as  of  the  end  of 
the  plan  year  ending  before  July  18,  1984, 

The  Act  deletes  the  provision  of  the  Code  barring  a  set  aside  for 
certain  assets  used  in  the  provision  of  permissible  benefits  (facili- 
ties). Treasury  regulations  are  to  provide  that  facilities  used  to  pro- 
vide permissible  benefits  are  disregarded  in  determining  whether 
fund  assets  exceed  the  account  limit  for  a  qualified  asset  account. 

In  addition,  the  Act  provides  that  if  any  amount  is  included  in 
the  gross  income  of  an  employer  for  a  taxable  year  as  deemed  un- 
related income  with  respect  to  a  welfare  benefit  fund,  then  the 
amount  of  the  income  tax  imposed  on  the  deemed  unrelated 
income  is  to  be  treated  as  a  contribution  paid  by  the  employer  to 
the  fund  on  the  last  day  of  the  taxable  year  and,  thus,  is  deducti- 
ble, subject  to  the  limits  on  deductions  for  fund  contributions.  The 
tax  attributable  to  the  deemed  unrelated  income  is  to  be  treated  as 
if  it  were  imposed  on  the  fund  for  purposes  of  determining  the 
after-tax  income  of  the  fund. 

j.  Tax  on  disqualified  benefits  provided  under  funded  welfare  ben- 
efit plans 

Prior  Law 

Under  the  1984  Act,  if  a  welfare  benefit  fund  (other  than  an  ar- 
rangement funded  exclusively  by  employee  contributions)  provides 
a  disqualified  benefit  during  a  taxable  year,  then  an  excise  tax  is 
imposed  for  that  year  on  each  employer  who  maintains  the  fund. 
The  tax  is  equal  to  100  percent  of  the  disqualified  benefit. 

Under  the  1984  Act,  a  disqualified  benefit  is  (1)  any  medical  ben- 
efit or  life  insurance  benefit  provided  with  respect  to  a  key  employ- 
ee other  than  from  a  separate  account  required  under  the  rules 
limiting  employer  deductions  with  respect  to  welfare  benefit  funds, 
(2)  any  post-retirement  medical  or  life  insurance  benefit  unless  the 
plan  meets  the  requirements  of  the  nondiscrimination  rules  of  the 
1984  Act  for  benefits  under  a  welfare  benefit  fund,  or  (3)  any  por- 
tion of  a  welfare  benefit  fund  reverting  to  the  benefit  of  the  em- 
ployer. A  portion  of  a  welfare  benefit  fund  is  not  considered  to 
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revert  to  the  benefit  of  an  employer  merely  because  it  is  applied,  in 
accordance  with  the  plan,  to  provide  welfare  benefits  to  employees 
or  their  beneficiaries.  Also,  amounts  returned  to  employees  that 
represent  the  employees'  contributions  to  the  fund  are  not  treated 
as  amounts  reverting  to  the  benefit  of  the  employer  and,  therefore, 
are  not  subject  to  the  tax  on  disqualified  benefits. 

Explanation  of  Provision 

With  respect  to  benefits  required  to  be  paid  from  a  separate  ac- 
count, the  Act  defines  the  term  "disqualified  benefit"  to  mean  any 
post-retirement  medical  benefit  or  post-retirement  life  insurance 
benefit  provided  with  respect  to  a  key  employee  if  a  separate  ac- 
count is  required  to  be  established  for  the  employee  and  the  pay- 
ment is  not  from  such  an  account.  Accordingly,  pre-retirement  ben- 
efits would  not  be  considered  to  be  disqualified  benefits  under  the 
Act  merely  because  they  are  paid  to  a  key  employee  from  a  source 
other  than  a  separate  account. 

In  addition,  under  the  Act,  a  post-retirement  medical  benefit  or 
post-retirement  life  insurance  benefit  provided  by  a  fund  with  re- 
spect to  an  individual  in  whose  favor  discrimination  is  prohibited  is 
a  disqualified  benefit  unless  the  plan  meets  the  nondiscrimination 
requirements  of  the  1984  Act  with  respect  to  the  benefit  (sec. 
505(b)),  whether  or  not  the  nondiscrimination  requirements  apply 
in  determining  the  tax-exempt  status  of  the  fund  from  which  the 
benefit  is  provided. 

Under  the  Act,  if  a  plan  is  not  exempt  from  the  nondiscrimina- 
tion rules  under  the  rules  for  collectively  bargained  plans,  a  dis- 
criminatory benefit  is  a  disqualified  benefit  subject  to  the  excise 
tax  even  though  no  discrimination  test  applies  for  purposes  of  de- 
termining the  exempt  status  of  the  fund  from  which  the  benefit  is 
provided.  A  benefit  is  not  subject  to  the  nondiscrimination  require- 
ments if  it  is  provided  under  a  plan  maintained  pursuant  to  a  col- 
lective bargaining  agreement  between  one  or  more  employee  repre- 
sentatives and  one  or  more  employers  if  the  Secretary  of  the  Treas- 
ury finds  that  the  agreement  is  a  collective  bargaining  agreement 
and  that  post-retirement  medical  benefits  or  post-retirement  life  in- 
surance benefits  (as  the  case  may  be)  were  the  subject  of  good  faith 
bargaining  between  the  employee  representatives  and  the  employer 
or  employers. 

Further,  under  the  Act,  a  payment  that  reverts  to  the  benefit  of 
an  employer  is  not  a  disqualified  benefit  to  the  extent  it  is  attribut- 
able to  an  employer  contribution  with  respect  to  which  no  deduc- 
tion is  allowable  in  the  current  or  any  preceding  taxable  year  or  to 
an  employee  contribution.  As  under  current  law,  the  excise  tax  on 
disqualified  benefits  is  inapplicable  to  welfare  benefit  contributions 
funded  solely  by  employees.  A  reduction  is  to  be  made  to  the 
amount  treated  as  a  carryover  (sec.  419(d))  to  the  extent  that  any 
nondeducted  contribution  reverts  to  the  benefit  of  an  employer. 
Any  amounts  reverting  to  the  benefit  of  an  employer  are  treated  as 
coming  first  out  of  nondeducted  contributions  for  purposes  of  this 
rule. 

Also,  the  Act  provides  that  a  benefit  that  would  otherwise  be  a 
disqualified  benefit  because  it  does  not  meet  the  separate-account 
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rule  or  because  it  is  discriminatory  is  not  a  disqualified  benefit  if  it 
is  a  post-retirement  benefit  that  is  charged  against  an  existing  re- 
serve (or  against  any  income  properly  allocable  to  an  existing 
excess  reserve)  for  post-retirement  medical  or  post-retirement  life 
insurance  benefits  as  provided  under  the  transition  rules  of  the 
1984  Act  applicable  to  the  unrelated  business  income  tax  (Code  sec. 
512(a)(3)). 

k.  Application  of  account  limits  to  collectively  bargained  plans 

Prior  Law 

The  1984  Act  provided  that,  by  July  1,  1985,  the  Secretary  of  the 
Treasury  was  to  publish  regulations  establishing  special  reserve 
limit  principles  with  respect  to  funded  welfare  benefit  plans  main- 
tained pursuant  to  a  collective  bargaining  agreement.  In  establish- 
ing these  limits,  the  Treasury  was  to  presume  that  reserves  in  such 
plans  were  not  excessive  because  of  the  arm's-length  negotiations 
between  adversary  parties  inherent  in  the  collective  bargaining 
process.  Further,  because  contributions  under  collectively  bar- 
gained plans  are  often  fixed  over  a  multiyear  period  on  the  basis  of 
economic  assumptions  that  may  be  inaccurate  and  because  such 
contributions  may  be  the  only  source  of  benefits  to  be  provided 
during  layoffs,  strikes,  lockouts,  and  economic  recession,  these  spe- 
cial limits  were  to  allow  substantial  flexibility  with  respect  to  the 
account  limits. 

On  July  1,  1985,  Treasury  regulations  were  published  providing 
that  the  account  limits  under  the  normal  rules  for  welfare  benefit 
funds  do  not  apply  to  collectively  bargained  funds  until  a  specified 
period  of  time  after  the  issuance  of  regulations  specifying  the 
higher  limits  applicable  to  such  collectively  bargained  funds.  Thus, 
pending  the  issuance  of  such  regulations,  employer  contributions  to 
a  collectively  bargained  fund  for  disability,  medical,  SUB  or  sever- 
ance, or  life  insurance  benefits  held  in  VEBA  are  deductible  (with- 
out limit)  and  earnings  on  fund  assets  are  tax  exempt. 

Explanation  of  Provision 

The  Act  permanently  exempts  collectively  bargained  welfare 
benefit  funds  from  the  account  limits  applicable  to  welfare  benefit 
funds  without  regard  to  any  Treasury  regulations  providing  special 
account  limits  for  such  funds.  Thus,  employer  contributions  to  such 
funds  for  disability,  medical,  SUB  or  severance,  or  life  insurance 
benefits  are  deductible  and  earnings  on  assets  of  such  funds  held  in 
a  VEBA  are  tax  exempt. 

1.  Application  of  account  limits  to  welfare  benefit  plans  funded 
solely  with  employee  contributions 

Prior  Law 

Under  prior  and  present  law,  the  account  limits  for  welfare  bene- 
fit funds  apply  whether  a  plan  is  funded  with  employer  or  employ- 
ee contributions.  In  the  case  of  a  plan  funded  solely  by  employee 
contributions,  the  primary  effect  of  the  account  limits  is  to  treat 
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earnings  on  plan  assets  in  excess  of  the  account  limits  as  unrelated 
business  taxable  income. 

Explanation  of  Provision 

The  Act  exempts  certain  VEBAs  funded  solely  with  employee 
contributions  from  the  account  limits  applicable  to  welfare  benefit 
funds.  This  exemption  is  available  only  if  (1)  the  VEBA  covers  at 
least  50  employees,  and  (2)  other  than  current  insurance  protec- 
tion, the  only  amounts  payable  to  employees  as  experience-rated 
refunds  or  policy  dividends  are  not  guaranteed  and  are  determined, 
in  part,  by  factors  other  than  the  amount  of  welfare  benefits  paid 
to  (or  on  behalf  of)  the  employee  or  the  employee's  beneficiaries. 
Thus,  in  order  for  the  exemption  to  apply,  the  amounts  contributed 
by  an  employee  are  required  to  be  subject  to  a  significant  risk  of 
current  economic  loss. 

Under  the  Act,  an  employee  pay-all  VEBA  is  not  considered  to 
fail  to  qualify  for  this  exemption  merely  because  an  employee's 
refund  or  rebate  may  vary  depending  upon  the  number  of  years 
the  employee  contributed  to  the  fund.  For  example,  if  a  VEBA  pro- 
vides a  set  employee  contribution  rate  that  applies  for  3  years,  the 
mere  fact  that  an  employee  who  contributes  for  3  years  may  re- 
ceive a  larger  refund  or  rebate  than  an  employee  who  contributes 
for  less  than  3  years  does  not  cause  the  fund  to  fail  to  meet  the 
requirements  for  exemption  as  long  as  there  is  a  significant  cur- 
rent risk  of  economic  loss  (i.e.,  the  amount  of  the  refund  or  rebate 
is  also  determined,  in  part,  by  factors  other  than  any  employee's 
experience). 

m.  Effective  dates 

Prior  Law 

The  1984  Act  provided  that  the  new  limits  on  deductions  under 
welfare  benefit  funds  generally  apply  to  contributions  paid  or  ac- 
crued after  December  31,  1985,  in  taxable  years  ending  after  that 
date.  Special  effective  dates  were  provided  for  contributions  with 
respect  to  facilities  and  for  certain  collectively  bargained  plans. 
The  effective  dates  for  the  provisions  relating  to  the  tax  on  unrelat- 
ed business  income  and  the  excise  tax  on  disqualified  benefits  were 
unclear  under  the  1984  Act. 

A  transition  rule  for  existing  excess  reserves  was  provided  with 
respect  to  the  account  limit  for  any  of  the  first  four  years  to  which 
the  rules  for  welfare  benefit  funds  apply.  The  existing  excess  re- 
serve for  any  year  is  the  excess  of  (1)  the  amount  of  assets  set  aside 
to  provide  disability,  medical,  SUB,  severance  pay,  or  life  insurance 
benefits  under  a  plan  and  fund  to  provide  such  a  benefit  in  exist- 
ence on  July  18,  1984,  as  of  the  close  of  the  first  taxable  year 
ending  after  that  date,  over  (2)  the  account  limit  determined,  for 
the  year  for  which  the  computation  is  being  made,  without  regard 
to  the  transitional  rule. 

Explanation  of  Provision 

The  Act  provides  that  the  rules  of  the  1984  Act  relating  to  the 
tax  on  disqualified  benefits  generally  apply  to  benefits  provided 
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after  December  31,  1985.  Under  the  Act,  however,  the  tax  on  dis- 
qualified benefits  does  not  apply  to  benefits  charged  against  an  ex- 
isting reserve  for  post-retirement  medical  benefits  or  post-retire- 
ment life  insurance  benefits  (as  defined  under  the  transition  rules 
(sec.  512(a)(3)))  applicable  to  the  unrelated  business  income  tax. 

The  Act  clarifies  that  the  amendments  made  by  the  Act  with  re- 
spect to  the  tax  on  unrelated  business  income  are  effective  for  tax- 
able years  ending  after  December  31,  1985,  and  are  to  be  treated  as 
a  change  in  the  rate  of  income  tax  imposed  for  purposes  of  Code 
section  15. 

Further,  Congress  intended  that  the  transition  rule  for  existing 
excess  reserves  first  applies  to  the  first  taxable  year  for  which  the 
1984  Act  is  effective.  Thus,  the  phaseout  of  existing  excess  reserves 
does  not  apply  to  any  taxable  year  before  the  first  taxable  year  to 
which  the  1984  Act  applies. 

2.  Treatment  of  Deferred  Compensation  Arrangements  and  De- 
ferred Benefits  (sec.  1851(b)  of  the  Act  and  sec.  512  of  the  Code) 

a.  Transition  rule  for  certain  taxpayers  with  fully  vested  vacation 
pay  plans 

Prior  Law 

Under  prior  and  present  law,  any  plan,  method,  or  arrangement 
providing  for  deferred  benefits  for  employees,  their  spouses,  or 
their  dependents  is  treated  as  a  plan  deferring  the  receipt  of  com- 
pensation (deferred  benefit  plan).  The  1984  Act  provided  that  a  de- 
ferred benefit  plan  includes  an  extended  vacation  pay  plan,  i.e.,  a 
plan  under  which  employees  gradually,  over  a  period  of  years,  earn 
the  right  to  additional  vacation  that  cannot  be  taken  until  the  end 
of  the  period.  Similarly,  a  vacation  pay  plan  under  which  employ- 
ees can  delay  the  vacation  (and  also  the  income  inclusion)  beyond 
the  current  taxable  year  is  a  deferred  benefit  plan.  However,  any 
vacation  benefit  to  which  an  election  applies  under  section  463  (re- 
lating to  accrual  of  vacation  pay)  is  not  considered  a  deferred  bene- 
fit. 

The  provision  of  the  1984  Act  was  effective  for  amounts  paid  or 
incurred  after  July  18,  1984,  in  taxable  years  ending  after  that 
date. 

Explanation  of  Provision 

The  Act  provides  a  transition  rule  in  the  case  of  a  fully  vested 
vacation  pay  plan  in  which  payments  is  expected  to  be  paid  within 
one  year  after  the  accrual  of  the  vacation  (or  are,  in  fact,  paid).  If 
the  taxpayer  makes  an  election  under  section  463  for  the  taxpay- 
er's first  taxable  year  ending  after  July  18,  1984,  then,  in  lieu  of 
establishing  a  suspense  account  under  section  463,  the  election  is 
treated  as  a  change  in  the  taxpayer's  method  of  accounting  and  the 
adjustments  required  under  section  481  are  taken  into  account. 

Under  the  Act,  the  time  for  making  a  section  463  election  is  ex- 
tended to  April  22,  1987,  in  the  case  of  a  taxpayer  otherwise  eligi- 
ble for  the  transition  rule. 
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b.  Clarification  of  the  scope  of  the  deduction-timing  rules  applica- 
ble to  deferred  compensation  arrangements 

Prior  Law 

Under  prior  and  present  law,  an  arrangement  for  compensation 
or  benefits  having  the  effect  of  a  plan  or  method  deferring  the  re- 
ceipt of  compensation  is  subject  to  the  deduction-timing  rules  appli- 
cable to  deferred  compensation  plans  (sec.  404(a)(5)).  In  order  to  be 
subject  to  the  deduction  rules  of  section  404(a),  a  plan  or  method 
deferring  compensation  must  satisfy  the  conditions  for  deductibility 
under  section  162  (relating  to  trade  or  business  expenses)  or  section 
212  (relating  to  expenses  for  production  of  income). 

Explanation  of  Provision 

The  Act  clarifies  that  the  deduction-timing  rules  for  deferred 
compensation  arrangements  apply  to  any  plan  or  method  of  defer- 
ring compensation  regardless  of  the  section  under  which  the 
amounts  might  otherwise  be  deductible  and  that  the  amounts  shall 
be  deductible  under  section  404(a)(5)  and  shall  not  otherwise  be  de- 
ductible under  any  other  section.  This  provision  also  applies  for 
purposes  of  determining  an  employer's  deduction  with  respect  to  a 
foreign  deferred  compensation  plan  (sec.  404 A)  and  a  welfare  bene- 
fit fund  (sec.  419).  This  clarification  is  necessary  to  prevent  taxpay- 
ers from  asserting  that  deferred  compensation  is  attributable  to  ca- 
pitalizable compensation  expenses  and,  thereby,  accelerate  the 
timing  of  the  deduction  for  such  deferred  compensation.  Further, 
this  clarification  conforms  the  treatment  of  deferred  compensation 
with  the  treatment  of  losses,  expenses,  and  interest  with  respect  to 
transactions  between  related  taxpayers  (as  amended  by  the  1984 
Act). 

3.  Qualified  Pension,  Profit-Sharing,  and  Stock  Bonus  Plans 

a.  Distribution  rules  (sees.  1852(a)  and  (b)  of  the  Act  and  sees.  72, 
401,  402,  403,  and  408  of  the  Code) 

Prior  Law 
Distributions  prior  to  age  59V2 

Prior  to  DEFRA,  the  Code  imposed  an  additional  10-percent 
income  tax  on  distributions  made  to  key  employees  in  a  top-heavy 
plan  prior  to  age  59  y2,  death,  or  disability.  DEFRA  provided  that 
the  additional  tax  applied  to  5-percent  owners  (rather  than  key  em- 
ployees), but  only  to  the  extent  that  the  distribution  was  attributa- 
ble to  contributions  made  or  benefits  accruing  in  years  in  which 
the  participant  was  a  5-percent  owner  (as  defined  in  sec.  416(i)). 

Before-death  distribution  rules 

DEFRA  amended  the  minimum  distribution  rules  to  provide  that 
a  trust  is  not  a  qualified  trust  unless  the  plan  of  which  it  is  a  part 
provides  that  the  entire  interest  of  the  employee  will  be  distributed 
no  later  than  the  required  beginning  date.  Alternatively,  the  re- 
quirements of  DEFRA  may  be  satisfied  if  the  entire  interest  is  to 
be  distributed  (in  accordance  with  Treasury  regulations),  beginning 
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no  later  than  the  required  beginning  date,  over  (1)  the  life  of  the 
employee,  (2)  the  lives  of  the  employee  and  a  designated  benefici- 
ary, (3)  a  period  (which  may  be  a  term  certain)  not  extending 
beyond  the  life  expectancy  of  the  employee,  or  (4)  a  period  (which 
may  be  a  term  certain)  not  extending  beyond  the  life  expectancies 
of  the  employee  and  a  designated  beneficiary. 

Under  prior  and  present  law,  the  required  beginning  date  is  gen- 
erally April  1  of  the  calendar  year  following  the  calendar  year  in 
which  (1)  the  employee  attains  age  70  y2  or  (2)  the  employee  retires, 
whichever  is  later.  If  an  employee  is  a  5-percent  owner  (as  defined 
in  sec.  416(i))  with  respect  to  the  plan  year  ending  in  the  calendar 
year  in  which  the  employee  attains  age  70 ¥2,  then  the  required  be- 
ginning date  is  generally  April  1  of  the  calendar  year  following  the 
calendar  year  in  which  the  employee  attains  age  IOV2,  even  though 
the  employee  has  not  retired.  DEFRA  did  not,  however,  require  the 
distribution  to  a  5-percent  owner  of  employer  securities  subject  to 
the  84-month  holding  period  of  section  409(d)  before  the  expiration 
of  the  84-month  period. 

Under  prior  and  present  law,  benefits  provided  under  a  qualified 
plan  are  required  to  be  for  the  primary  benefit  of  an  employee, 
rather  than  the  employee's  beneficiaries.  Accordingly,  any  death 
benefits  provided  for  a  participant's  beneficiaries  are  required  to  be 
incidental.^  Under  this  incidental  death  benefit  rule,  a  qualified 
plan  generally  is  required  to  provide  for  a  form  of  distribution 
under  which  the  present  value  of  the  retirement  benefit  payments 
projected  to  be  made  to  the  participant,  while  living,  is  more  than 
50  percent  of  the  present  value  of  the  total  payments  projected  to 
be  made  to  the  participant  and  the  participant's  beneficiaries.  The 
incidental  death  benefit  rule  is  designed  to  limit  the  use  of  quali- 
fied plans  for  nonretirement  purposes  (e.g.,  to  provide  for  deferral 
of  income  tax  or  to  provide  for  tax-favored  transfers  of  wealth). 

The  before-death  distribution  rules  under  prior  and  present  law 
for  IRAs  are  similar  to  the  before-death  distribution  rules  provided 
for  qualified  plans  and  are  applied  separately  to  each  IRA  owned 
by  an  individual. 

After-death  distribution  rules 

DEFRA  provided  rules  that  apply  in  the  case  of  an  employee's 
death  before  the  employee's  entire  interest  has  been  distributed. 
Under  DEFRA,  if  distributions  have  commenced  to  the  employee 
before  death,  then  the  remaining  portion  of  the  employee's  interest 
is  to  be  distributed  at  least  as  rapidly  as  under  the  method  of  dis- 
tribution in  effect  prior  to  death.  If  distributions  have  not  com- 
menced before  the  participant's  death,  DEFRA  provided  permissi- 
ble periods  over  which  the  remaining  interest  may  be  paid  to  a  des- 
ignated beneficiary.  In  either  case,  a  plan  may  allow  a  beneficiary 
to  accelerate  payments  of  the  remaining  interest. 

Similar  rules  are  provided  for  after-death  distributions  from  or 
under  an  individual  retirement  account  or  annuity.  In  addition,  the 
rules  applicable  to  after-death  distributions  under  an  annuity  con- 
tract apply  to  a  custodial  account  that  is  treated  as  a  tax-sheltered 


>  See,  e.g.,  Rev.  Rul.  72-241,  1972-1  C.B.  108 
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annuity  contract  (sec.  403(b)(7)).  Other  tax-sheltered  annuity  con- 
tracts are  subject  to  the  after-death  distribution  rules  applicable  to 
annuity  contracts  (sec.  72(s)). 

Qualifying  rollover  distributions 

Under  DEFRA,  distributions  of  less  than  the  balance  to  the 
credit  of  an  employee  under  a  qualified  plan  or  a  tax-sheltered  an- 
nuity contract  may  be  rolled  over,  tax-free,  by  the  employee  (or  the 
surviving  spouse  of  the  employee)  to  an  IRA.  A  rollover  of  a  partial 
distribution  is  permitted  only  if  (1)  the  distribution  equals  at  least 
50  percent  of  the  balance  to  the  credit  of  the  employee,  determined 
immediately  before  the  distribution,  (2)  the  distribution  is  not  one 
of  a  series  of  periodic  payments,  and  (3)  the  employee  elects  tax- 
free  rollover  treatment  at  the  time  and  in  the  manner  prescribed 
by  the  Secretary. 

Explanation  of  Provisions 
Distributions  prior  to  age  59V2 

Under  the  Act,  the  10-percent  additional  income  tax  on  distribu- 
tions prior  to  age  59 y2,  death,  or  disability  (within  the  meaning  of 
sec.  72(m)(7))  applies  to  amounts  received  from  or  under  a  qualified 
plan  by  a  5-percent  owner.  However,  the  Act  provides  that  the  tax 
does  not  apply  to  benefits  accrued  before  January  1,  1985.  For  pur- 
poses of  applying  the  rule,  distributions  will  be  deemed  to  be  made 
first  out  of  benefits  accrued  before  January  1,  1985. 

The  Act  removes  the  requirement  of  prior  law  that  each  plan  dis- 
tribution is  to  be  examined  to  determine  whether  it  is  attributable 
to  contributions  made  or  benefits  accruing  while  the  participant 
was  a  5-percent  owner.  Instead,  the  Act  provides  that  the  status  of 
an  individual  at  the  time  of  a  plan  distribution  is  the  relevant 
factor  for  imposition  of  the  tax. 

The  Act  defines  a  5-percent  owner  as  any  individual  who  at  any 
time  during  the  5  plan  years  preceding  the  plan  year  in  which  the 
distribution  is  made  was  a  5-percent  owner  (within  the  meaning  of 
sec.  416(i)(l)(B)). 

Before-death  and  after-death  distribution  rules 

The  Act  clarifies  the  required  beginning  date  for  distributions. 
As  noted  above,  under  prior  and  present  law,  in  the  case  of  a  5- 
percent  owner,  distributions  from  a  qualified  plan  are  to  commence 
no  later  than  April  1  of  the  calendar  year  following  the  year  in 
which  the  5-percent  owner  attains  age  70  y2.  Subject  to  a  transition 
rule,  2  the  Act  clarifies  that  an  individual  is  considered  to  be  a  5- 
percent  owner  for  a  calendar  year  if  the  individual  was  a  5-percent 
owner  (within  the  meaning  of  section  416(i)(l)(B))  at  any  time 
during  the  plan  year  ending  in  the  calendar  year  in  which  the  indi- 
vidual attains  age  70  Ve,  or  during  any  of  the  four  preceding  plan 
years.  The  Act  also  clarifies  that  if  an  employee  becomes  a  5-per- 
cent owner  in  a  plan  year  subsequent  to  the  plan  year  ending  in 


^  A  technical  correction  may  be  needed  so  that  the  statute  reflects  the  intended  transition 
rule.  Such  a  correction  was  included  in  the  versions  of  H.  Con.  Res.  95  which  passed  the  House 
and  Senate  in  the  99th  Congress. 
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the  calendar  year  in  which  the  employee  attained  age  7OV2,  the  re- 
quired beginning  date  is  April  1  of  the  calendar  year  following  the 
calendar  year  in  which  ends  the  plan  year  that  the  employee  be- 
comes a  5-percent  owner. 

The  Act  clarifies  that  distributions  from  IRAs  are  to  commence 
no  later  than  April  1  of  the  calendar  year  following  the  year  in 
which  the  owner  of  the  IRA  attains  age  70  V2,  without  regard  to 
whether  the  owner  has  retired.  In  addition,  the  Act  clarifies  that 
distributions  from  IRAs  are  subject  to  the  incidental  death  benefit 
rules  applicable  to  qualified  plans. 

Under  the  Act,  tax-sheltered  annuity  contracts  (including  custo- 
dial accounts  (sec.  403(bX7)  and  retirement  income  accounts  (sec. 
403(b)(9))  are  required  to  satisfy  minimum  distribution  require- 
ments similar  to  those  applicable  to  qualified  plans.  Tax-sheltered 
annuity  contracts  are  also  subject  to  an  incidental  death  benefit 
rule  similar  to  the  one  applicable  to  qualified  plans.  The  minimum 
distribution  requirements  and  the  incidental  death  benefit  rule 
apply  to  benefits  accruing  under  a  tax-sheltered  annuity  contract 
after  December  31,  1986.  Thus,  the  benefit  accrued  as  of  December 
31,  1986,  may  be  disregarded  in  determining  whether  the  new  dis- 
tribution rules  have  been  satisfied. 

The  Act  repeals  the  exception  to  the  required  distribution  rules 
applicable  to  amounts  held  by  an  ESOP  that  are  subject  to  the  84- 
month  rule  (sec.  409(a)).  Instead,  the  Act  provides  an  exception  to 
the  84-month  rule  for  amounts  required  to  be  distributed  under  the 
required  distribution  rules  for  qualified  plans. 

Further,  the  Act  provides  that  amounts  required  to  be  distribut- 
ed under  the  required  distribution  rules  are  not  eligible  for  rollover 
treatment.  This  rule  ensures  that  an  individual  will  not  be  able  to 
circumvent  the  required  distribution  rules  by  taking  a  required  dis- 
tribution at  year's  end  and  rolling  over  that  distribution  before  or 
after  the  beginning  of  the  next  year.  This  restriction  applies  only 
to  the  amounts  required  to  be  distributed.  Thus,  individuals  would 
not  be  prevented  from  rolling  over  those  distributions  that  (1) 
exceed  the  minimum  required  distribution,  or  (2)  occur  during  a 
year  in  which  no  minimum  distribution  is  required.  For  this  pur- 
pose, the  first  amounts  distributed  to  an  individual  during  a  tax- 
able year  are  treated  as  amounts  required  to  be  distributed. 

Qualifying  rollover  distributions 

The  Act  clarifies  that  the  distribution  of  the  entire  balance  to 
the  credit  of  an  employee  in  a  qualified  plan  may  be  treated  as  a 
distribution  eligible  for  rollover  under  the  partial  distribution  roll- 
over rules,  so  long  as  such  distribution  does  not  constitute  a  "quali- 
fied total  distribution."  Thus,  a  total  distribution  that  is  not  made 
on  account  of  plan  termination,  is  not  eligible  for  lump  sum  treat- 
ment and  does  not  consist  of  accumulated  deductible  employee  con- 
tributions, would  be  eligible  for  rollover  under  the  partial  distribu- 
tion rollover  rules. 

The  Act  clarifies  that  accumulated  deductible  employee  contribu- 
tions (within  the  meaning  of  sec.  72(o)(5))  are  not  taken  into  ac- 
count for  purposes  of  calculating  the  balance  to  the  credit  of  an 
employee  under  the  partial  distribution  rollover  rules.  In  addition, 
the  Act  clarifies  that  a  self-employed  individual  is  generally  treat- 
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ed  as  an  employee  for  purposes  of  the  rules  governing  the  tax 
treatment  of  distributions,  including  the  rules  relating  to  rollover 
distributions. 

The  Act  provides  that  the  rules  relating  to  rollovers  in  the  case 
of  a  surviving  spouse  of  an  employee  who  received  distributions 
after  the  employee's  death  apply  to  permit  rollovers  to  an  IRA  but 
not  to  another  qualified  plan.  Also,  the  Act  clarifies  that  partial 
distributions  are  to  be  rolled  over  within  60  days  of  the  distribution 
to  be  eligible  for  rollover  under  the  partial  distribution  rollover 
rules. 

b.  Treatment  of  distributions  if  substantially  all  contributions  are 

employee  contributions  (sec.  1852(c)  of  the  Act  and  sec.  72  of 
the  Code) 

Prior  Law 

Under  DEFRA,  if  substantially  all  of  the  contributions  under  a 
qualified  plan  are  employee  contributions,  then  distributions  under 
the  plan  will  be  considered  to  be  income  until  all  income  has  been 
distributed.  In  addition,  if  an  employee  received  (directly  or  indi- 
rectly) any  amount  as  a  loan  under  the  plan,  DEFRA  treats  the 
amount  of  the  loan  as  an  amount  distributed  from  the  plan. 

Under  prior  law,  a  plan  in  which  substantially  all  of  the  contri- 
butions are  employee  contributions  was  defined  as  a  plan  with  re- 
spect to  which  85  percent  of  the  total  contributions  during  a  repre- 
sentative period  (such  as  5  years),  as  determined  under  Treasury 
regulations,  were  employee  contributions  (whether  or  not  mandato- 
ry). 

Explanation  of  Provision 

Under  the  Act,  a  plan  is  defined  as  one  in  which  substantially  all 
of  the  contributions  are  employee  contributions  if  85  percent  or 
more  of  the  total  contributions  during  a  representative  period  are 
employee  contributions.  Also,  the  Act  provides  that  the  5-percent 
additional  income  tax  on  premature  distributions  from  annuity 
contracts  does  not  apply  to  distributions  from  a  plan  substantially 
all  of  the  contributions  of  which  are  employee  contributions. 

The  Act  clarifies  that  deductible  employee  contributions  are  not 
taken  into  account  as  employee  contributions  for  purposes  of  test- 
ing whether  85  percent  or  more  of  the  total  contributions  to  a  plan 
during  a  representative  period  are  employee  contributions. 

c.  Provisions  relating  to  top-heavy  plans  (sec.  1852(d)  of  the  Act 

and  sec.  416  of  the  Code) 

Prior  Law 

Additional  qualification  standards  are  provided  with  respect  to  a 
qualified  plan  that  is  top  heavy.  These  rules  are  designed  to  pro- 
vide safeguards  for  rank-and-file  employees  and  to  curb  abuse  of 
the  special  tax  incentives  available  under  qualified  plans.  These 
rules  (1)  limit  the  amount  of  a  participant's  compensation  that  may 
be  taken  into  account;  (2)  require  accelerated  vesting;  (3)  provide 
minimum  nonintegrated  benefits  or  contributions  for  plan  partici- 
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pants  who  are  not  key  employees;  and  (4)  reduce  the  overall  limit 
on  contributions  and  benefits  for  certain  key  employees. 

A  qualified  plan  is  top  heavy  if,  as  of  the  determination  date, 
more  than  60  percent  of  the  value  of  cumulative  accrued  benefits 
under  the  plan  is  allocable  to  key  employees.  Under  prior  law,  the 
cumulative  accrued  benefits  of  any  individual  who  had  not  received 
any  compensation  from  any  employer  maintaining  a  plan  during  a 
period  of  5  plan  years  ending  on  the  determination  date  could  be 
disregarded  for  purposes  of  determining  whether  the  plan  was  top 
heavy. 

DEFRA  provided  that  the  additional  standards  for  top-heavy 
plans  do  not  apply  to  a  governmental  plan  (as  defined  in  sec. 
414(d)),  but  did  not  clarify  whether  State  or  local  government  em- 
ployees may  be  considered  key  employees  for  purposes  of  other 
nondiscrimination  provisions  (e.g.,  sec.  79). 

Explanation  of  Provision 

The  Act  amends  the  definition  of  a  key  employee  to  exclude  any 
individual  who  is  an  officer  or  employee  of  an  entity  described  in 
section  414(d)  (relating  to  governmental  plans).  The  effect  of  this 
provision  is  to  clarify  that  certain  separate  accounting  and  nondis- 
crimination provisions  of  the  Code  (e.g.,  sees.  79,  415(1),  and  419A) 
do  not  apply  to  employees  of  a  State  or  local  government  or  certain 
other  governmental  entities.  The  Act  does  not  repeal  the  provision 
that  exempts  governmental  plans  from  the  top-heavy  plan  require- 
ments. 

The  Act  also  provides  that  the  rule  disregarding  benefits  of  an 
employee  after  5  plan  years  applies  to  employees  who  have  not  per- 
formed services  for  the  employer  maintaining  the  plan  at  any  time 
during  the  5-year  period  ending  on  the  determination  date.  This 
provision  is  added  to  relieve  the  administrative  difficulties  associat- 
ed with  determining  whether  or  not  amounts  an  individual  might 
receive  after  separation  from  service  are  in  the  nature  of  compen- 
sation. 

d.  Provisions  relating  to  estate  and  gift  taxes  with  respect  to 
qualified  plan  benefits  (sec.  1852(e)  of  the  Act  and  sees.  2039 
and  2517  of  the  Code) 

Prior  Law 

Under  prior  law,  if  the  spouse  of  an  employee  on  whose  behalf 
employer  contributions  or  payments  were  made  to  a  qualified  plan 
or  a  tax-sheltered  annuity  predeceased  the  employee  spouse,  the 
decedent  spouse's  estate  did  not  include  any  community  property 
interest  in  the  employee  spouse's  interest  in  the  employer-derived 
benefits  under  the  qualified  plan  or  tax-sheltered  annuity.  A  simi- 
lar rule  applied  for  purposes  of  the  effect  of  certain  transfers  under 
the  gift  tax  provisions. 

DEFRA  repealed  a  separate  $100,000  limit  on  the  estate  tax  ex- 
clusion (prior  to  TEFRA,  the  exclusion  had  been  unlimited)  for  re- 
tirement benefits  under  qualified  plans,  tax-sheltered  annuities, 
IRAs,  and  certain  military  retirement  plans.  Under  DEFRA,  a 
grandfather  rule  applied  to  both  the  repeal  of  the  exclusion  and 
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the  reduction  of  the  exclusion  to  $100,000  in  TEFRA.  This  grandfa- 
ther rule  applied  to  any  decedent  (1)  whose  benefit  was  in  pay 
status  on  December  31,  1984  (December  31,  1982,  in  the  case  of  the 
TEFRA  grandfather),  and  (2)  who,  prior  to  July  18,  1984  (January 
1,  1983,  in  the  case  of  the  TEFRA  grandfather),  had  made  an  irrev- 
ocable election  to  designate  the  form  of  the  retirement  benefit  dis- 
tribution (including  the  form  of  any  survivor  benefit). 

In  addition,  prior  law  provided  that  the  exercise  or  nonexercise 
by  an  employee  of  an  election  or  option  pursuant  to  which  an  an- 
nuity became  payable  to  a  beneficiary  under  a  qualified  plan,  a 
tax-sheltered  annuity,  an  IRA,  or  certain  military  pensions  was  not 
considered  a  transfer  for  purposes  of  the  gift  tax  provisions. 

Explanation  of  Provision 

Under  the  Act,  the  special  community  property  rules  applicable 
to  qualified  plans  and  tax-sheltered  annuities  for  purposes  of  the 
estate  and  gift  tax  provisions  are  repealed.  However,  the  Act  clari- 
fies that,  if  a  transfer  is  made  to  an  employee  spouse  by  a  nonem- 
ployee  spouse  in  a  community  property  state,  the  amount  trans- 
ferred is  eligible  for  the  unlimited  marital  deduction  (sees.  2056 
and  2523). 

The  Act  also  repeals  the  general  exemption  from  the  gift  tax  pro- 
visions of  transfers  pursuant  to  the  exercise  or  nonexercise  by  an 
employee  of  an  election  or  option  under  a  qualified  plan,  etc. 

The  Act  modifies  the  grandfather  rules  applicable  to  the  repeal 
of  the  estate  tax  exclusion  under  DEFRA  (and  the  reduction  of  the 
exclusion  under  TEFRA)  to  provide  that,  with  respect  to  an  em- 
ployer-maintained plan  (but  not  an  IRA),  as  long  as  the  other  con- 
ditions for  the  grandfather  are  satisfied,  an  individual  is  to  be 
treated  as  having  made  an  irrevocable  election  and  as  being  in  pay 
status  within  the  required  time  with  respect  to  a  form  of  benefit  if 
(1)  the  individual  separated  from  service  before  January  1,  1985 
(January  1,  1983  in  the  case  of  the  TEFRA  grandfather),  and  (2)  the 
individual  does  not  change  such  form  of  benefit  before  death. 

The  provision  of  the  Act  relating  to  the  repeal  of  the  special 
rules  for  community  property  applies  to  gifts  made  or  decedents 
dying  after  October  22,  1986. 

e.  Affiliated  service  groups  and  employee  leasing  arrangements 
(sec.  1852(f)  of  the  Act  and  sec.  414  of  the  Code) 

Prior  Law 

Under  DEFRA,  the  Secretary  was  granted  regulatory  authority 
to  develop  rules  as  may  be  necessary  to  prevent  the  avoidance  of 
any  employee  benefit  requirement  to  which  the  employee  leasing 
or  affiliated  service  group  provisions  apply  through  the  use  of  sepa- 
rate organizations,  employee  leasing,  or  other  arrangements  (Code 
sec.  414(o)). 

Explanation  of  Provision 

Under  the  Act,  the  special  regulatory  authority  provided  to  the 
Secretary  to  prevent  avoidance  of  the  affiliated  service  group  provi- 
sions through  the  use  of  separate  organizations  (sec.  414(m)(7))  is 
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repealed  in  favor  of  the  broader  general  authority  provided  under 
DEFRA  (sec.  414(o)).  In  addition,  the  Act  clarifies  that  the  other 
definitions  relating  to  affiliated  service  groups  (sec.  414(m)(6))  con- 
tinue to  apply. 

f.  Discrimination  standards  applicable  to  cash  or  deferred  ar- 

rangements (sec.  1852(g)  of  the  Act  and  sec.  401(k)  of  the 
Code) 

Prior  law 

DEFRA  required  that  the  actual  deferral  percentage  of  a  partici- 
pant under  all  cash  or  deferred  arrangements  of  an  employer  be 
added  together  for  purposes  of  calculating  that  participant's  actual 
deferral  percentage  for  each  cash  or  deferred  arrangement. 

In  addition,  under  prior  and  present  law,  a  cash  or  deferred  ar- 
rangement is  a  qualified  cash  or  deferred  arrangement  only  if  it 
meets  the  special  tests  provided  by  the  Code  relating  to  actual  de- 
ferral percentages.  If  a  cash  or  deferred  arrangement  fails  to  meet 
the  special  tests,  an  elective  deferral  made  under  the  arrangement 
is  treated  as  an  employee  contribution  under  the  plan  which  is  not 
excluded  from  gross  income,  but  the  plan  of  which  the  arrange- 
ment is  a  part  is  not  to  be  disqualified  if  it  meets  the  usual  qualifi- 
cation requirements,  including  the  general  nondiscrimination 
rules. 

Explanation  of  Provision 

Under  the  Act,  if  an  employee  participates  in  more  than  one 
cash  or  deferred  arrangement  of  an  employer,  all  such  cash  or  de- 
ferred arrangements  are  treated  as  one  arrangement  for  purposes 
of  determining  the  employee's  actual  deferral  percentage.  Thus,  an 
employee's  actual  deferral  percentage  taken  into  account  for  pur- 
poses of  applying  the  special  deferral  percentage  tests  under  any 
plan  of  the  employer  is  the  sum  of  the  elective  deferrals  for  that 
employee  under  each  plan  of  the  employer  that  provides  a  cash  or 
deferred  arrangement,  divided  by  the  participant's  compensation 
from  the  employer. 

In  addition,  the  Act  clarifies  that  a  plan  that  includes  an  other- 
wise qualified  cash  or  deferred  arrangement  that  satisfies  the  spe- 
cial tests  provided  by  section  401(k)(3)  will  be  treated  as  satisfying 
the  general  nondiscrimination  test  of  section  401(a)(4)  with  respect 
to  the  elective  deferrals. 

g.  Treatment  of  certain  medical,  etc.,  benefits  under  section  415 

(sec.  1852(h)  of  the  Act  and  sees.  401(h)  and  415  of  the  Code) 

Prior  Law 

Under  DEFRA,  any  defined  benefit  pension  plan  that  provides 
medical  benefits  to  retired  employees  was  required  to  create  and 
maintain  an  individual  medical  benefit  account  for  any  participant 
who  was  a  5-percent  owner  (within  the  meaning  of  sec.  416(i)(l)(B)) 
and  to  treat  contributions  allocated  to  such  accounts  as  annual  ad- 
ditions for  purposes  of  the  limits  on  contributions  and  benefits. 
Under  prior  and  present  law,  a  similar  rule,  applicable  to  post-re- 
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tirement  medical  benefits  provided  through  a  welfare  benefit  fund, 
requires  separate  accounting  for  all  key  employees. 

Under  the  limits  on  contributions,  the  annual  addition  with  re- 
spect to  an  employee  under  all  defined  contribution  plans  of  an  em- 
ployer for  a  year  is  not  to  exceed  the  lesser  of  $30,000  or  25  percent 
of  compensation.  A  lower  limit  may  apply  if  the  employer  also 
maintains  a  defined  benefit  plan  for  the  employee.  The  25-percent 
limit  prevented  reserve  additions  for  a  retired  employee  who  had 
no  compensation. 

Explanation  of  Provision 

The  Act  clarifies  that  the  special  rules  for  post-retirement  medi- 
cal benefits  apply  to  any  pension  or  annuity  plan  under  which  such 
benefits  are  provided. 

In  addition,  the  Act  provides  that  separate  accounting  is  required 
under  a  pension  or  annuity  plan  with  respect  to  any  employee  who 
is  a  key  employee  (within  the  meaning  of  section  416(i)).  This  con- 
forms the  separate  accounting  requirement  for  pension  or  annuity 
plans  to  the  requirement  for  post-retirement  medical  and  life  insur- 
ance benefits  under  a  welfare  benefit  fund. 

Further,  the  Act  provides  that  the  amount  treated  as  an  annual 
addition  under  the  rules  for  coordinating  the  post-retirement  medi- 
cal benefits  with  the  limits  on  qualified  plans  is  not  subject  to  the 
25-percent-of-compensation  limit  usually  applicable  to  annual  addi- 
tions. 

For  example,  assume  an  employee's  compensation  is  $100,000  for 
a  year  and  a  $5,000  contribution  is  made  to  the  employee's  individ- 
ual medical  benefit  account  under  a  pension  plan.  Such  $5,000  is 
treated  as  an  annual  addition  for  purposes  of  the  limits  applicable 
to  qualified  plans.  Assume  further  that  the  annual  addition  for  the 
year  under  a  qualified  defined  contribution  plan,  without  regard  to 
the  post-retirement  medical  benefit,  is  $25,000  (a  contribution  equal 
to  the  maximum  percentage  of  compensation  limit).  Under  the  Act, 
the  annual  addition  for  post-retirement  medical  benefits  does  not 
cause  the  annual  addition  to  exceed  the  25-percent  limit  on  annual 
additions,  even  though  the  annual  addition  would  exceed  that  limit 
if  the  amount  added  for  post-retirement  medical  benefits .  were 
taken  into  account.  The  annual  addition  of  $30,000  would,  however, 
be  subject  to  the  separate  dollar  limit  applicable  to  defined  contri- 
bution plans  for  the  year.  Also,  if  the  employer  maintains  a  defined 
benefit  plan  for  the  employee,  the  full  annual  addition  of  $30,000 
would  be  taken  into  account  in  determining  whether  the  combined 
plan  limits  are  satisfied  (sec.  415(e)).  However,  under  rules  pre- 
scribed by  the  Secretary,  the  defined  contribution  fraction  is  to  be 
adjusted  to  take  into  account  the  fact  that  contributions  to  an  indi- 
vidual medical  benefit  account  are  not  to  cause  the  percentage  of 
compensation  limit  to  be  exceeded. 
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h.  Transition  rules  for  effective  date  of  multiemployer  pension 
plan  amendments  act  of  1980  (sec.  1852(i)  of  the  Act  and  sec. 
4402  of  the  Employee  Retirement  Income  Security  Act  of 
1974) 

Prior  Law 

The  Multiemployer  Pension  Plan  Amendments  Act  of  1980 
(MPPAA)  was  enacted  on  September  26,  1980.  Under  the  Employee 
Retirement  Income  Security  Act  of  1974  ("ERISA"),  as  amended  by 
MPPAA,  liability  generally  was  imposed  on  an  employer  who  with- 
drew from  a  multiemployer  defined  benefit  pension  plan.  The  with- 
drawal liability  provisions  of  the  MPPAA  generally  applied  retro- 
actively to  withdrawals  after  April  28,  1980. 

The  Deficit  Reduction  Act  of  1984  (DEFRA)  eliminated  the  retro- 
active aspect  of  MPPAA  so  that,  in  general,  any  liability  incurred 
by  an  employer  under  the  withdrawal  liability  provisions  of 
ERISA,  as  a  result  of  the  complete  or  partial  withdrawal  from  a 
multiemployer  plan  before  September  26,  1980,  is  void. 

Explanation  of  Provision 

The  Act  modifies  the  effective  date  of  the  withdrawal  liability 
provisions  of  MPPAA  in  two  instances.  First,  in  the  case  of  an  em- 
ployer who  entered  into  a  collective  bargaining  agreement  that  was 
effective  on  January  16,  1979,  and  that  remained  in  effect  through 
May  15,  1982,  and  under  which  contributions  to  a  multiemployer 
plan  were  to  cease  on  January  16,  1982,  the  Act  changes  the  effec- 
tive date  of  the  withdrawal  liability  provision  of  MPPAA  from  Sep- 
tember 26,  1980  to  January  16,  1982.3 

Second,  in  the  case  of  an  employer  engaged  in  the  grocery  whole- 
saling business  that  had  ceased  all  covered  operations  under  the 
plan  before  June  30,  1981,  and  had  relocated  its  operations  to  a 
new  facility  in  another  State  and  that  meets  certain  other  condi- 
tions listed  in  the  Act,  the  Act  modifies  the  effective  date  of  the 
withdrawal  liability  provisions  of  MPPAA  from  September  26,  1980 
to  June  30,  1981. 

4.  Fringe  Benefit  Provisions  (sec.  1853  of  the  Act,  sec.  531  of  the 
Tax  Reform  Act  of  1984,  and  sees.  117(d),  125,  132,  and  4977 
of  the  Code) 

a.  Clarification  of  line  of  business  requirement 

Prior  Law 

Section  132(a)(2)  excludes  from  income  certain  employee  dis- 
counts on  property  or  services  offered  for  sale  to  customers  in  the 
ordinary  course  of  the  line  of  business  of  the  employer  in  which  the 
employee  is  performing  services.  For  purposes  of  the  discount  ex- 
clusion, a  leased  section  of  a  department  store  is  treated  as  part  of 
the  line  of  business  of  the  person  operating  the  store  and  employ- 


^  A  technical  correction  may  be  needed  so  that  the  statute  reflects  the  intent  that  the  refer- 
ences be  to  January  16,  1979,  and  January  16,  1982,  rather  than  to  January  12,  1979,  and  Janu- 
ary 12,  1982,  respectively.  Such  a  correction  was  included  in  the  versions  of  H.  Con.  Res.  395 
which  passed  the  House  and  Senate  in  the  99th  Congress. 
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ees  of  the  leased  section  are  treated  as  employees  of  that  person.  A 
leased  section  of  a  department  store  is  defined  as  any  part  of  a  de- 
partment store  where  over-the-counter  sales  of  property  are  made 
and  certain  other  conditions  are  satisfied. 

Explanation  of  Provision 

The  Act  clarifies  that  a  part  of  a  department  store  that,  in  con- 
nection with  the  offering  of  beautician  services,  customarily  sells 
beauty  aids  in  the  ordinary  course  of  business  is  to  be  treated  as 
engaged  in  over-the-counter  sales  of  property.  Thus,  if  such  part  of 
the  department  store  meets  the  other  requirements  for  leased-sec- 
tion  status,  such  part  of  the  department  store  is  to  be  treated  as  a 
leased  section.  Congress  intended  that  this  treatment  is  to  be  avail- 
able without  requiring  that  a  specific  percentage  of  the  beauty 
salon's  revenue  be  earned  through  the  sale  of  such  beauty  products 
because  beauty  salons  have  traditionally  occupied  such  leased  sec- 
tions (even  though  the  bulk  of  their  revenue  is  attributable  to  per- 
forming services  rather  than  selling  property).  This  is  contrasted 
with  businesses  (such  as  insurance  companies)  that  have  not  tradi- 
tionally occupied  such  leased  sections. 

b.  DeHnition  of  dependent  children 

Prior  Law 

Section  531  of  DEFRA  provided  exclusions  from  gross  income  for 
no-additional-cost  services  and  certain  other  fringe  benefits.  These 
exclusions  generally  apply  to  benefits  provided  by  an  employer  for 
use  by  an  employee,  the  employee's  spouse,  or  the  employee's  de- 
pendent child.  Under  the  Consolidated  Omnibus  Budget  Reconcilia- 
tion Act  of  1985,  use  of  air  transportation  by  an  employee's  parent 
is  also  eligible  for  the  exclusion.  DEFRA  defined  the  term  "depend- 
ent child'  to  mean  any  child  of  the  employee  (1)  who  is  a  depend- 
ent of  the  employee,  or  (2)  both  of  whose  parents  are  deceased 
(Code  sec.  132(f)(2)(B)). 

Explanation  of  Provision 

The  Act  defines  dependent  child  to  mean  any  child  of  the  em- 
ployee (1)  who  is  a  dependent  of  the  employee,  or  (2)  both  of  whose 
parents  are  deceased  and  who  has  not  attained  age  25. 

c.  Clarification  of  cross-reference 

Prior  Law 

Code  section  132(0  provides  that  for  purposes  of  paragraphs  (1) 
and  (2)  of  subsection  (a),  any  use  by  the  spouse  or  a  dependent  child 
of  the  employee  is  treated  as  use  by  the  employee.  The  cross-refer- 
ences are  to  the  no-additional-cost  service  exclusion  (sec.  132(a)(1)), 
which  applies  to  a  service  provided  by  an  employer  to  an  employee 
for  use  by  such  employee  if  certain  conditions  are  met,  and  the 
qualified  employee  discount  exclusion  (sec.  132(a)(2)),  which,  under 
prior  law,  applied  in  certain  circumstances  where  the  price  at 
which  property  or  services  were  provided  to  the  employee  by  the 
employer  was  less  than  the  price  to  nonemployee  customers. 
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Explanation  of  Provision 

To  clarify  the  mechanics  of  the  cross-reference  in  Code  section 
132(f),  the  Act  adds  the  words  "for  use  by  such  employee"  in  sec- 
tion 132(a)(2).  Accordingly,  the  qualified  employee  discount  exclu- 
sion applies  in  certain  circumstances  where  the  price  at  which 
property  or  services  are  provided  to  the  employee  by  the  employer 
for  use  by  such  employee  (or  the  spouse,  dependent  children,  or 
parents  (in  the  case  of  air  transportation)  of  the  employee)  is  less 
than  the  price  to  nonemployee  customers. 

d.  Cross-reference  in  deHnition  of  customer 

Prior  Law 

For  purposes  of  Code  section  132,  other  than  section  132(c)(2)(B), 
the  term  "customers"  only  includes  nonemployee  customers.  Sec- 
tion 132(c)(2)(B)  relates  to  the  determination  of  gross  profit  percent- 
age as  a  limitation  on  the  exclusion  for  qualified  employee  dis- 
counts. 

Explanation  of  Provision 

The  Act  provides  that  this  exception  to  the  definition  of  custom- 
ers also  applies  for  purposes  of  section  132(c)(2)(A),  defining  the 
term  "gross  profit  percentage." 

e.  Excise  tax  on  certain  fringe  beneflts 

Prior  Law 

Under  prior  and  present  law,  the  line  of  business  limitation  oth- 
erwise applicable  to  the  section  132  exclusions  for  no-additional- 
cost  services  and  qualified  employee  discounts  is  relaxed  under  an 
elective  grandfather  rule  set  forth  in  section  4977.  For  an  employee 
discount  or  service  to  qualify  for  this  rule,  substantially  all  of  the 
employees  of  the  employer  were  required  to  have  been  entitled  to 
such  discount  or  service. 

Explanation  of  Provision 

The  Act  clarifies  that,  in  the  case  of  an  agricultural  cooperative 
incorporated  in  1964,  the  grandfather  rule,  requiring  that  substan- 
tially all  of  the  employees  in  all  lines  of  business  of  an  employer  be 
eligible  for  the  employee  discount  or  service,  is  applied  without 
taking  into  account  employees  of  an  entity  that  became  a  member 
of  a  controlled  group  including  the  agricultural  cooperative  during 
July  of  1980. 

f.  Applicability  of  section  132(a)(1)  exclusion  to  certain  pre-dives- 

titure  retired  telephone  employees 

Prior  Law 

Section  531  of  the  1984  Act  excludes  from  gross  income  and 
wages  the  fair  market  value  of  a  no-additional-cost  service  provided 
by  an  employer  to  an  employee  for  use  by  the  employee  (Code  sec. 
132(a)(1)).  This  exclusion  applies  if  (1)  the  employer  incurs  no  sub- 
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stantial  additional  cost  (including  foregone  revenue)  in  providing 
the  service;  (2)  the  service  is  provided  by  the  employer  (including 
certain  businesses  under  common  control)  or  another  business  with 
whom  the  employer  has  a  written  reciprocal  agreement,  and  is  of 
the  same  type  ordinarily  sold  to  the  public  in  the  line  of  business 
in  which  the  employee  works;  (3)  the  service  is  provided  to  a  cur- 
rent, retired,  or  disabled  employee;  a  spouse,  dependent  child,  or 
parent  (in  the  case  of  air  transportation)  of  such  an  individual;  or  a 
widow(er)  or  dependent  children  of  certain  deceased  employees;  and 
(4)  for  certain  officers,  owners,  and  highly  compensated  employees, 
nondiscrimination  requirements  are  met.  Subject  to  certain  transi- 
tional rules,  the  exclusion  takes  effect  January  1,  1985. 

Generally,  situations  in  which  an  employer  incurs  no  additional 
cost  in  providing  services  to  employees  are  those  in  which  the  em- 
ployees receive,  at  no  substantial  additional  cost  to  the  employer, 
the  benefit  of  excess  capacity  that  otherwise  would  have  remained 
unused  because  nonemployee  customers  would  not  have  purchased 
it — e.g.,  where  telephone  companies  provide  telephone  service  to 
employees  within  existing  capacity.  Local  telephone  service  and 
long-distance  telephone  service  are  considered  the  same  line  of 
business. 

Explanation  of  Provision 

The  provision  applies  a  transitional  rule  under  which  the  fair 
market  value  of  free  telephone  service  provided  to  employees  of  the 
Bell  System  who  had  retired  prior  to  divestiture  of  the  system  on 
January  1,  1984  is  excluded  from  the  gross  income  and  wages  of 
such  pre-divestiture  retired  employees.  The  exclusion  pursuant  to 
the  provision  does  not  apply  to  the  furnishing  of  any  property  or  to 
the  furnishing  of  any  type  of  service  that  was  not  furnished  to  such 
retirees  as  of  January  1,  1984. 

The  provision  applies  in  the  case  of  an  employee  who,  prior  to 
January  1,  1984,  separated  from  the  service  (by  reason  of  retire- 
ment or  disability)  of  an  entity  subject  to  the  modified  final  judg- 
ment (as  defined  in  DEFRA  section  559(c)(4)).  The  provision  does 
not  apply  to  any  employee  who  separated  from  such  service  on  or 
after  January  1,  1984.  No  inference  is  intended  from  adoption  of 
this  transitional  rule  as  to  the  interpretation  of  the  no-additional- 
cost  service  exclusion  in  any  other  circumstances. 

Under  the  provision,  all  entities  subject  to  the  modified  final 
judgment  are  treated  as  a  single  employer  in  the  same  line  of  busi- 
ness for  purposes  of  determining  whether  telephone  service  provid- 
ed to  the  employee  is  a  no-additional-cost  service.  Also,  payment  by 
an  entity  subject  to  the  modified  final  judgment  of  all  or  part  of 
the  cost  of  local  telephone  service  provided  to  the  employee  by  a 
person  other  than  an  entity  subject  to  the  modified  final  judgment 
(including  rebate  of  the  amount  paid  by  the  employee  for  the  serv- 
ice and  payment  to  the  person  providing  the  service)  is  treated  as 
telephone  service  provided  to  the  employee  by  such  single  employer 
for  purposes  of  determining  whether  the  telephone  service  is  a  no- 
additional-cost  service. 

For  purposes  of  this  provision,  the  term  "employee"  has  the 
meaning  given  to  such  term  in  section  132(f).  Except  as  otherwise 
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provided  in  this  provision,  the  general  requirements  for  the  section 
132(a)(1)  exclusion  apply;  e.g.,  the  exclusion  applies  to  officers, 
owners,  or  highly  compensated  employees  only  if  the  no-additional- 
cost  service  is  available  to  employees  on  a  nondiscriminatory  basis. 

g.  Cafeteria  plans 

Prior  Law 

Under  prior  and  present  law,  a  cafeteria  plan  is  a  plan  under 
which  employees  may  choose  (1)  taxable  benefits  consisting  of  cash 
or  certain  other  taxable  benefits,  or  (2)  certain  fringe  benefits  that 
are  specifically  excluded  from  gross  income  by  the  Code  (statutory 
fringe  benefits). 

Under  prior  law,  the  only  taxable  benefits  that  could  be  offered 
in  a  cafeteria  plan  consisted  of  certain  life  insurance  coverage  that 
was  not  excludable  from  gross  income,  certain  vacation  pay,  or 
cash.  The  life  insurance  coverage  that  could  be  offered  was  the  cov- 
erage that  was  included  in  gross  income  to  the  extent  the  coverage 
exceeded  $50,000  or  to  the  extent  it  was  provided  on  the  life  of  a 
spouse  or  dependent  of  an  employee.  Vacation  days  could  be  pro- 
vided under  a  cafeteria  plan  only  if  the  plan  precluded  any  partici- 
pant from  using  (or  receiving  cash  for)  vacation  days  remaining 
unused  as  of  the  end  of  the  plan  year. 

A  cafeteria  plan  may  offer  any  fringe  benefit  (other  than  scholar- 
ships or  fellowships,  vanpooling,  educational  assistance,  or  miscel- 
laneous fringe  benefits)  that  is  excludable  from  gross  income  under 
a  specific  section  of  the  Code. 

Under  DEFRA,  both  general  and  special  transition  relief  is  pro- 
vided with  respect  to  the  Treasury  cafeteria  plan  regulations  for 
cafeteria  plans  and  "flexible  spending  arrangements"  in  existence 
on  February  10,  1984. 

Explanation  of  Provision 

Under  the  Act,  the  definition  of  permissible  cafeteria  plan  bene- 
fits is  clarified.  The  effect  of  the  provision,  which  changes  the  refer- 
ence in  Code  section  125  from  nontaxable  benefits  to  qualified  ben- 
efits, is  to  (1)  eliminate  any  possible  implication  that  a  taxable  ben- 
efit provided  through  a  cafeteria  plan  is  nontaxable,  and  (2)  clarify 
that  certain  taxable  benefits  (in  addition  to  those  permitted  by 
DEFRA),  as  permitted  under  Treasury  regulations,  may  be  provid- 
ed in  a  cafeteria  plan. 

The  Act  makes  two  changes  to  the  transition  relief  provided  to 
certain  cafeteria  plans  under  DEFRA  section  531(b).  The  first 
change  provides  that  a  cafeteria  plan,  in  existence  on  February  10, 
1984,  maintained  pursuant  to  one  or  more  collective  bargaining 
agreements  between  employee  representatives  and  one  or  more  em- 
ployers will  be  granted  relief  under  the  transition  rules  until  the 
expiration  of  the  last  collective  bargaining  agreement  relating  to 
the  cafeteria  plan.  When  a  collective  bargaining  agreement  termi- 
nates is  determined  without  regard  to  any  extension  of  the  agree- 
ment agreed  to  after  July  18,  1984.  Also,  if  a  cafeteria  plan  is 
amended  to  conform  with  either  the  requirements  of  the  Act  or  the 
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requirements  of  any  cafeteria  plan  regulations,  the  amendment  is 
not  treated  as  a  termination  of  the  agreement. 

Second,  the  Act  provides  that  a  cafeteria  plan  that  suspended  a 
type  or  amount  of  benefit  after  February  10,  1984,  and  subsequent- 
ly reactivated  the  benefit  is  eligible  for  transition  relief  under 
either  the  general  or  special  transition  relief  provision. 

h.  Working  condition  fringe 

Prior  Law 

Under  prior  and  present  law,  the  fair  market  value  of  any  prop- 
erty or  services  provided  to  an  employee  of  the  employer  is  exclud- 
able for  income  and  employment  tax  purposes  as  a  working  condi- 
tion fringe  only  if  and  to  the  extent  that  payment  for  the  property 
or  services  by  the  employee  would  have  been  deductible  by  the  em- 
ployee as  an  ordinary  and  necessary  business  expense  (under  Code 
sees.  162  or  167)  had  the  employee,  rather  than  the  employer,  paid 
for  such  property  or  services. 

Pursuant  to  this  rule,  the  fair  market  value  of  the  use  of  con- 
sumer goods  that  are  manufactured  for  sale  to  nonemployee  cus- 
tomers and  that  are  provided  to  employees  for  product  testing  and 
evaluation  outside  the  employer's  premises  is  excluded  as  a  work- 
ing condition  fringe  only  if  (1)  consumer  testing  and  evaluation  of 
the  product  is  an  ordinary  and  necessary  business  expense  (other 
than  as  compensation)  of  the  employer,  (2)  business  reasons  necessi- 
tate that  the  testing  and  evaluation  be  performed  off-premises  by 
employees  (i.e.,  the  testing  and  evaluation  cannot  be  carried  out 
adequately  in  the  employer's  office  or  in  laboratory  testing  facili- 
ties), (3)  the  item  is  furnished  to  the  employee  for  purposes  of  test- 
ing and  evaluation,  (4)  the  item  is  made  available  to  the  employee 
for  no  longer  than  necessary  to  test  and  evaluate  its  performance, 
and  the  item  is  required  to  be  returned  to  the  employer  at  comple- 
tion of  the  testing  and  evaluation  period,  (5)  the  employer  imposes 
limitations  on  the  employee's  use  of  the  item  that  significantly 
reduce  the  value  of  any  personal  benefit  to  the  employee,  and  (6) 
the  employee  is  required  to  submit  detailed  reports  to  the  employer 
on  the  testing  and  evaluation. 

The  fifth  requirement  above  is  satisfied,  for  example,  if  (1)  the 
employer  places  limitations  on  the  employee's  ability  to  select 
among  different  models  or  varieties  of  the  consumer  product  that  is 
furnished  for  testing  and  evaluation  purposes,  (2)  the  employer's 
policy  provides  for  the  employee,  in  appropriate  cases,  to  purchase 
or  lease  at  his  or  her  own  expense  the  same  type  of  item  as  that 
being  tested  (so  that  personal  use  by  the  employee's  family  will  be 
limited),  and  (3)  the  employer  requires  that  members  of  the  em- 
ployee's family  generally  cannot  use  the  item.  Gross  income  does 
not  include  the  fair  market  value  of  personal  use  of  consumer 
goods  provided  to  an  employee  for  product  testing  and  evaluation 
that  does  not  qualify  under  the  requirements  above  to  the  extent 
that  the  employee  pays  or  reimburses  the  employer  for  the  fair 
market  value  of  such  personal  use. 

Under  a  special  rule,  the  fair  market  value  of  the  use  of  an  em- 
ployer-provided automobile  by  a  full-time  automobile  salesperson 
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is,  under  certain  circumstances,  excluded  from  gross  income  as  a 
working  condition  fringe. 

Explanation  of  Provision 

The  Act  clarifies  the  application  of  the  product  testing  provision 
for  purposes  of  the  working  condition  fringe  exclusion  in  the  case 
of  automobile  testing.  As  described  above,  the  product  testing  ex- 
clusion rule  does  not  apply  unless  the  employer  imposes  limitations 
on  the  employee's  use  of  the  item  that  significantly  reduce  the 
value  of  any  personal  benefit  to  the  employee.  If  such  limitations 
are  not  imposed.  Congress  intended  that  this  particular  require- 
ment be  satisfied  if  the  employer  charges  the  employee  a  reasona- 
ble amount  for  any  personal  use  of  the  automobile;  thus,  the  prod- 
uct testing  exclusion  rule  applies  in  such  a  case  if  all  the  other  re- 
quirements for  the  rule  are  met. 

An  employer  is  treated  as  having  imposed  a  sufficient  charge  for 
any  personal  benefit  to  an  employee  from  the  use  of  an  evaluation 
product  if  the  charge  exceeds  the  cost  to  the  employer  in  making 
the  product  available  to  employees. 

The  Act  also  clarifies  the  special  working  condition  fringe  benefit 
rule  for  full-time  automobile  salespersons.  This  exception  is  not  in- 
tended to  be  restricted  to  employees  who  have  the  formal  job  title 
of  salesperson.  Rather,  the  term  is  intended  to  apply  to  full-time 
employees  of  an  automobile  dealer  who  are  automobile  floor  sales- 
persons; automobile  salesmanagers;  or  other  employees  who,  as  an 
integral  part  of  their  employment,  regularly  perform  the  functions 
of  a  floor  salesperson  or  salesmanager,  directly  engage  in  the  pro- 
motion and  negotiation  of  sales  to  customers,  and  derive  a  signifi- 
cant part  of  their  compensation  from  such  activity.  This  provision, 
however,  does  not  apply  to  owners  of  large  automobile  dealerships 
who  do  not  customarily  engage  in  significant  sales  activities. 

i.  Clarincation  of  de  minimis  fringe  benefits 

Prior  Law 

Under  Code  section  132(e),  gross  income  does  not  include  any 
property  or  service  the  fair  market  value  of  which  is  so  small  that 
accounting  for  it  is  unreasonable  or  administratively  impractical. 
Included  in  these  de  minimis  fringe  benefits  are  transit  passes  pro- 
vided at  discounts  not  exceeding  $15  a  month  ($180  a  year). 

Explanation  of  Provision 

Congress  intended  that  the  de  minimis  fringe  benefit  exclusion 
include  tokens,  vouchers,  and  reimbursements  to  cover  the  costs  of 
commuting  by  public  transit,  as  long  as  the  amount  of  such  reim- 
bursement, etc.,  provided  by  the  employer  does  not  exceed  $15  a 
month  ($180  a  year).  The  value  of  all  such  transit  benefits  (includ- 
ing any  discounts  on  passes)  furnished  to  the  same  individual  are 
aggregated  for  purposes  of  determining  whether  the  $15  limit  has 
been  exceeded. 
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j.  Transitional  rules  for  treatment  of  certain  reductions  in  tuition 

Prior  Law 

DEFRA  provided  an  exclusion  for  qualified  tuition  reductions 
provided  to  an  employee  of  an  educational  institution  for  education 
below  the  graduate  level  (Code  sec.  117(d)).  Also,  the  tuition  reduc- 
tion may  be  provided  for  the  education  of  the  spouse  or  a  depend- 
ent child  of  the  employee. 

The  tuition  reduction  exclusion  is  not  available  to  officers, 
owners,  or  highly  compensated  employees  if  the  plan  discriminates 
in  favor  of  such  employees. 

Explanation  of  Provision 

Under  the  Act,  for  purposes  of  testing  whether  a  tuition  reduc- 
tion program  is  nondiscriminatory,  a  special  rule  applies  to  certain 
plans.  Under  this  special  rule,  a  plan  is  treated  as  nondiscrimina- 
tory if  (1)  the  plan  meets  the  nondiscrimination  requirement  (as 
amended  by  the  Act)  on  the  day  on  which  eligibility  to  participate 
in  the  plan  closed,  (2)  at  all  times  thereafter,  the  tuition  reductions 
available  under  the  plan  are  available  on  substantially  the  same 
terms  to  all  employees  eligible  to  participate  in  the  plan,  and  (3) 
the  eligibility  to  participate  in  the  plan  closed  on  June  30,  1972, 
June  30,  1974,  or  December  31,  1975.  Of  course,  the  conditions  for 
eligibility  cannot  be  altered  after  the  eligibility  closed.  For  pur- 
poses of  testing  plans  not  subject  to  this  special  rule,  employees 
covered  by  plans  subject  to  this  special  rule  are  disregarded  in  all 
respects. 

In  addition,  in  the  case  of  all  tuition  reduction  plans  of  an  em- 
ployer who  maintains  at  least  one  plan  to  which  the  special  rule 
applies,  an  employee  not  included  in  the  plan  is  to  be  excluded 
from  consideration  if  (1)  such  employee  is  included  in  a  unit  of  em- 
ployees covered  by  an  agreement  that  the  Secretary  of  the  Treas- 
ury finds  to  be  a  collective  bargaining  agreement  between  employ- 
ee representatives  and  one  or  more  employers,  and  (2)  there  is  evi- 
dence that  such  tuition  reduction  benefits  were  the  subject  of  good 
faith  bargaining.  This  provision  is  to  apply  for  purposes  of  detei"- 
mining  whether  a  plan  satisfied  the  requirements  for  application  of 
the  special  rule  described  above,  except  that  for  such  purpose  the 
provision  is  to  be  applied  without  regard  to  the  lack  of  evidence 
that  benefits  under  such  plan  were  the  subject  of  good  faith  bar- 
gaining. 

In  addition,  the  Act  provides  that  any  tuition  reduction  provided 
with  respect  to  a  full-time  course  of  education  furnished  at  the 
graduate  level  before  July  1,  1988,  is  not  included  in  gross  income 
if  (1)  the  reduction  would  not  have  been  included  in  income  under 
Treasury  Regulations  in  effect  on  July  18,  1984,  and  (2)  the  reduc- 
tion is  provided  with  respect  to  a  student  who  was  accepted  for  ad- 
mission to  such  course  of  education  before  July  1,  1984,  and  began 
the  course  of  education  before  June  30,  1985. 
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5.  Employee  Stock  Ownership  Plans  (ESOPs) 

a.  Sales  of  stock  to  employee  stock  ownership  plans  or  certain  co- 
operatives (sec,  1854(a)  of  the  Act,  sees.  1042,  4978,  and  new 
sees.  409(n)  and  4979A  of  the  Code) 

Prior  Law 

In  general 

Under  prior  and  present  law,  a  taxpayer  may  elect  to  defer  rec- 
ognition of  gain  on  the  sale  of  certain  qualified  securities  to  an  em- 
ployee stock  ownership  plan  (ESOP)  or  to  an  eligible  worker-owned 
cooperative  (EWOC)  to  the  extent  that  the  taxpayer  reinvests  the 
proceeds  in  qualified  replacement  property  within  a  replacement 
period.  To  be  eligible  for  nonrecognition  treatment,  (1)  the  qualified 
securities  must  be  sold  to  an  ESOP  or  EWOC;  (2)  the  ESOP  or 
EWOC  must  own,  immediately  after  the  sale,  at  least  30  percent  of 
the  total  value  of  the  employer  securities  then  outstanding;  (3)  the 
ESOP  or  EWOC  must  preclude  allocation  of  assets  attributable  to 
qualified  securities  to  certain  individuals;  and  (4)  the  taxpayer 
must  provide  certain  information  to  the  Secretary  of  the  Treasury. 

Qualified  securities;  qualified  replacement  property 

For  purposes  of  this  provision  under  prior  law,  qualified  securi- 
ties were  defined  as  employer  securities  that  (1)  were  issued  by  a 
domestic  operating  corporation  that  had  no  readily  tradable  securi- 
ties outstanding,  (2)  had  been  held  by  the  seller  for  more  than  one 
year,  and  (3)  had  not  been  received  by  the  seller  as  a  distribution 
from  a  qualified  plan  or  as  a  transfer  pursuant  to  an  option  or 
similar  right  to  acquire  stock  granted  to  an  employee  by  an  em- 
ployer (other  than  stock  acquired  for  full  consideration). 

Qualified  replacement  property  (which  included  both  debt  and 
equity  instruments,  as  defined  in  sec.  165(g)(2))  consisted  of  securi- 
ties issued  by  another  domestic  corporation  that  did  not,  for  the 
corporation's  taxable  year  in  which  such  securities  were  acquired 
by  the  taxpayer  seeking  nonrecognition  treatment,  have  passive  in- 
vestment income  (within  the  meaning  of  sec.  1362(d)(3)(D))  exceed- 
ing 25  percent  of  such  corporation's  gross  receipts  for  that  taxable 
year. 

Exclusive  benefit 

Nonrecognition  treatment  was  not  available  if  assets  attributable 
to  qualified  securities  involved  in  a  nonrecognition  transaction  ac- 
crued directly  or  indirectly  for  the  benefit  of  (1)  the  taxpayer  in- 
volved in  the  nonrecognition  transaction,  (2)  any  member  of  the 
taxpayer's  family  (within  the  meaning  of  sec.  267(b)),  or  (3)  any 
other  person  who  owned  (after  application  of  the  sec.  318  attribu- 
tion rules)  more  than  25  percent  in  value  of  any  class  of  any  out- 
standing employer  securities. 

If,  within  the  period  of  the  applicable  statute  of  limitations, 
assets  attributable  to  qualified  securities  involved  in  a  nonrecogni- 
tion transaction  accrued  directly  or  indirectly  for  the  benefit  of  an 
individual  in  one  of  these  three  categories,  the  gain  realized  on  the 
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sale  of  the  qualified  securities  to  the  ESOP  or  EWOC  was  recog- 
nized. 

Although  compliance  with  the  restriction  on  the  allocation  of 
qualified  securities  was  a  condition  of  nonrecognition  treatment,  it 
was  not  a  plan  qualification  requirement  under  prior  law. 

Election  and  notice  requirement 

The  taxpayer  seeking  nonrecognition  treatment  was  required  to 
file  with  the  Secretary  of  the  Treasury  (1)  a  written  election  to 
claim  nonrecognition  treatment,  and  (2)  a  verified  written  state- 
ment from  the  employer  whose  employees  participate  in  the  ESOP 
or  an  authorized  officer  of  the  EWOC  consenting  to  the  excise  tax 
under  section  4978.  The  written  election  claiming  nonrecognition 
treatment,  as  prescribed  by  the  Secretary  of  the  Treasury,  was  re- 
quired to  be  filed  not  later  than  the  due  date  of  the  seller's  income 
tax  return  for  the  seller's  taxable  year  in  which  the  sale  occurred. 

Under  Treasury  regulations,  as  part  of  the  written  election,  the 
taxpayer  was  required  to  file  a  statement  of  purchase  containing 
certain  information  regarding  the  qualified  replacement  property. 
The  regulations  provided  that  the  statement  of  purchase  was  re- 
quired to  be  notarized  within  30  days  after  the  purchase.'* 

Disposition  of  qualified  replacement  property 

In  general,  prior  law  provided  that  the  basis  of  the  taxpayer  in 
qualified  replacement  property  was  reduced  by  an  amount  not 
greater  than  the  amount  of  gain  realized  on  the  sale  of  qualified 
securities  to  the  employee  organization  which  was  not  recognized 
pursuant  to  the  election  provided  by  the  provision.  The  gain  was  to 
be  recognized  upon  disposition  of  the  qualified  replacement  proper- 
ty. However,  prior  law  did  not  clarify  the  impact  of  any  other  rules 
that  otherwise  might  permit  nonrecognition  treatment  upon  a 
direct  or  indirect  disposition  of  the  qualified  replacement  property. 

Explanation  of  Provisions 
Qualified  securities;  qualified  replacement  property 

The  Act  makes  several  clarifying  changes  to  the  definition  of 
qualified  securities  and  qualified  replacement  property. 

With  respect  to  qualified  securities,  the  Act  makes  it  clear  that 
stock  of  a  corporation  with  no  readily  tradable  stock  outstanding 
may  be  eligible  for  nonrecognition  treatment  whether  or  not  the 
corporation  or  any  member  of  the  controlled  group  has  outstanding 
any  readily  tradable  debt  securities.  The  Act  also  clarifies  that  the 
nonrecognition  provision  applies  only  if  the  gain  on  the  sale  would 
otherwise  have  been  long-term  capital  gain.^  For  example,  the  sale 
of  securities  that  had  been  held  for  less  than  6  months,  and  the 
sale  of  securities  which  otherwise  would  be  treated  as  ordinary 
income  (e.g.,  by  reason  of  the  collapsible  corporation  provisions) 
will  be  ineligible  for  nonrecognition  treatment  under  this  provi- 
sion. 


*  See,  generally,  Temp.  Treas.  Reg.  sec.  1.1042-IT. 

*  The  current  long-term  capital  gain  holding  period  is  6  months;  it  will  revert  to  1  year  effec- 
tive with  respect  to  property  acquired  after  December  31,  1987. 
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With  respect  to  qualified  replacement  property,  the  Act  makes  it 
clear  that  securities  issued  by  a  government  or  political  subdivision 
may  not  be  treated  as  replacement  property. 

Qualified  replacement  property  is  limited  under  the  Act  to  secu- 
rities issued  by  a  domestic  operating  corporation  other  than  the 
corporation  that  issued  the  securities  involved  in  the  nonrecogni- 
tion  transaction  (or  a  member  of  the  same  controlled  group  of  cor- 
porations). The  Act  generally  defines  an  operating  corporation  as  a 
corporation  more  than  50  percent  of  the  assets  of  which  were,  at 
the  time  the  securities  were  purchased  or  before  the  close  of  the 
replacement  period,  used  in  the  active  conduct  of  a  trade  or  busi- 
ness. The  Act  provides  that  a  financial  institution  (as  defined  in 
sees.  581  or  593)  or  insurance  company  is  considered  an  operating 
corporation  even  though  the  institution  does  not  meet  this  50-per- 
cent test. 

If  (1)  the  corporation  issuing  the  security  owns  stock  representing 
control  of  one  or  more  other  corporations;  (2)  one  or  more  other 
corporations  own  stock  representing  control  of  the  corporation  issu- 
ing the  security;  or  (3)  both  (1)  and  (2),  then  all  such  corporations 
will  be  treated  as  one  corporation  for  purposes  of  determining 
whether  the  security  is  qualified  replacement  property,  for  exam- 
ple, for  purposes  of  determining  whether  the  corporation  is  a  do- 
mestic operating  corporation  and  whether  the  corporation  that 
issued  the  qualified  replacement  property  also  issued  the  qualified 
securities.  For  purposes  of  this  provision,  control  means  control 
within  the  meaning  of  section  304(c),  except  that  qualified  replace- 
ment property  of  the  electing  taxpayer  attributable  to  that  sale  is 
disregarded.  Thus,  the  stock  of  a  start-up  company  will  constitute 
qualified  replacement  property,  notwithstanding  the  fact  that  the 
start-up  company  and  the  corporation  that  issued  the  securities  in- 
volved in  the  nonrecognition  transaction  are  treated  as  the  same 
corporation  under  section  304(c). 

The  Act  clarifies  that,  in  determining  whether  an  insurance  com- 
pany has  passive  investment  income  in  excess  of  25  percent  of  its 
gross  receipts,  dividends,  interest,  and  gains  derived  from  the  in- 
vestments made  by  an  insurance  company  of  its  unearned  premi- 
ums or  reserves  ordinary  and  necessary  for  the  proper  conduct  of 
its  insurance  business  and  which  are  received  from  a  person  other 
than  a  related  person  are  not  taken  into  account.^ 

The  Act  clarifies  that,  in  the  case  of  the  death  of  an  individual 
who  sold  qualified  securities  to  an  ESOP,  the  executor  of  the  indi- 
vidual's estate  may  invest  the  proceeds  (within  the  replacement 
period)  in  qualified  replacement  property  pursuant  to  an  election 
under  section  1042  The  executor  similarly  could  designate  as  quali- 
fied replacement  property  any  property  acquired  by  the  decedent 
for  which  a  statement  of  purchase  has  not  been  filed.  The  estate's 
basis  in  the  qualified  replacement  property  is  to  be  determined 
under  the  general  principles  applicable  under  section  1042.  A  bene- 
ficiary who  receives  the  qualified  replacement  property  from  the 
estate  has  a  basis  in  the  property  equal  to  that  of  the  executor's  in 


*  The  Act  accomplished  this  result  by  providing  a  cross-reference  to  sec.  954(c)(3)  of  the  Inter- 
nal Revenue  Code  of  1954,  which  section  has  been  repealed  by  the  Act.  Accordingly,  a  technical 
correction  may  be  needed  so  that  the  statute  reflects  the  intent  of  the  provision. 
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the  property,  rather  than  the  fair  market  value  of  the  property  on 
the  date  that  the  beneficiary  acquires  it. 

Further,  the  Act  provides  an  extended  replacement  period  for 
sellers  who  had  acquired  replacement  property  that,  pursuant  to 
the  Act,  will  no  longer  be  considered  qualified  replacement  proper- 
ty. Under  the  Act,  if  a  security  was  acquired  by  a  taxpayer  prior  to 
September  27,  1985,  and  such  security  no  longer  constitutes  quali- 
fied replacement  property,  the  period  of  time  for  the  purchase  of 
qualified  replacement  property  is  extended  to  December  31,  1986. 
Of  course,  this  extension  does  not  increase  the  amount  of  gain  for 
which  nonrecognition  treatment  may  be  claimed. 

Thirty-percent  test 

Under  the  Act,  it  is  clarified  that  the  ESOP  or  EWOC  must  hold, 
immediately  after  the  sale,  at  least  30  percent  of  the  total  number 
of  shares  of  all  classes  of  stock  (other  than  preferred  stock  de- 
scribed in  section  1504(a)(4)),  or  (2)  30  percent  of  the  total  value  of 
all  outstanding  stock  of  the  corporation  that  issued  the  qualified  se- 
curities (other  than  preferred  stock  described  in  sec.  1504(a)(4)). 
With  respect  to  sales  after  May  6,  1986,  30-percent  ownership  by 
the  employee  organization  is  to  be  tested  after  application  of  the 
ownership  attribution  rules  of  section  318(a)(4). 

With  respect  to  sales  of  stock  after  July  18,  1984,  and  before  the 
date  of  enactment  of  the  Act,  the  30-percent  requirement  is  satis- 
fied if,  immediately  after  the  sale,  the  ESOP  or  EWOC  owned  at 
least  30  percent  of  the  number  or  value  of  employer  securities  out- 
standing at  the  time  of  sale.  For  purposes  of  this  special  rule,  as 
well  as  the  general  rules,  the  ownership  attribution  rules  of  section 
318(a)(4)  apply  to  sales  occurring  after  May  6,  1986. 

Exclusive  benefit 

The  Act  makes  several  clarifying  changes  to  the  requirement 
that  the  employee  organization  be  maintained  for  the  exclusive 
benefit  of  employees.  First,  the  Act  clarifies  that  no  portion  of  the 
assets  attributable  to  qualified  securities  with  respect  to  which  a 
nonrecognition  election  is  made  may  be  allocated  during  the  nonal- 
location  period  to  (1)  a  taxpayer  seeking  nonrecognition  treatment, 
(2)  any  person  who  is  related  to  that  taxpayer  in  one  of  the  ways 
described  in  section  2670t>),  or  (3)  any  other  person  who  owns  (after 
application  of  the  attribution  rules  of  section  318(a))  more  than  25 
percent  (by  number)  of  (a)  any  class  of  outstanding  stock  of  the  cor- 
poration (or  certain  related  corporations)  that  issued  such  qualified 
securities,  or  (b)  any  class  of  stock  of  certain  related  corporations. 

The  nonallocation  period  is  the  period  beginning  on  the  date  of 
the  sale  and  ending  on  the  date  that  is  10  years  after  the  later  of 
(1)  the  date  of  sale  or  (2)  the  date  of  the  plan  allocation  attributable 
to  the  final  payment  of  acquisition  indebtedness  incurred  in  con- 
nection with  such  sale."^ 

In  addition,  the  Act  makes  it  clear  that  this  restriction  applies  to 
prohibit  any  direct  or  indirect  accrual  of  benefits  under  any  quali- 
fied plan  of  an  employer  or  an  allocation  of  assets  attributable  to 


■^  A  technical  correction  may  be  needed  so  that  the  statute  reflects  this  intent. 
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the  qualified  securities  involved  in  the  nonrecognition  transaction. 
Thus,  for  example,  an  ESOP  in  which  the  taxpayer  seeking  nonrec- 
ognition treatment  participates  could  not  allocate  to  the  taxpayer's 
account  any  assets  attributable  to  the  securities  involved  in  the 
nonrecognition  transaction.  Nor  could  the  employer  make  an  allo- 
cation of  other  assets  to  the  taxpayer  under  the  ESOP  or  any  other 
qualified  plan  of  the  employer  without  making  additional  alloca- 
tions of  securities  other  than  those  involved  in  the  nonrecognition 
transaction  to  other  participants  sufficient  separately  to  satisfy  the 
nondiscrimination  requirements  of  section  401(a). 

The  restriction  is  not  intended  to  apply  to  amounts  which  are 
provided  to  the  individual  outside  of  a  qualified  plan,  for  example, 
through  a  nonqualified  deferred  compensation  agreement. 

The  Act  clarifies  that  an  individual  is  to  be  treated  as  a  25-per- 
cent shareholder  only  if  the  individual  is  a  25-percent  shareholder 
(1)  at  any  time  during  the  one-year  period  ending  on  the  date  of 
the  sale  of  section  1042  securities  to  an  ESOP,  or  (2)  on  the  dates  as 
of  which  any  section  1042  securities  sold  to  the  ESOP  are  allocated. 
In  the  case  of  an  individual  who  satisfies  the  condition  described  at 
(1),  the  individual  will  continue  to  be  treated  as  a  25-percent  share- 
holder until  all  of  the  qualified  securities  acquired  pursuant  to  the 
sale  are  allocated.  In  the  case  of  an  individual  who  does  not  satisfy 
the  condition  described  at  (1),  but  meets  the  condition  described  at 
(2),  the  individual  will  be  treated  as  a  25-percent  shareholder  only 
with  respect  to  those  section  1042  securities  allocated  as  of  the  date 
or  dates  that  the  individual  is  a  25-percent  shareholder. 

The  Act  also  provides  that,  for  purposes  of  determining  whether 
an  individual  owns  more  than  25  percent  of  the  outstanding  stock 
of  the  corporation  which  issued  the  employer  securities,  all  allocat- 
ed securities  held  by  an  ESOP  are  treated  as  securities  owned  by 
the  ESOP  participant  to  whom  the  securities  are  allocated  and  are 
also  treated  as  outstanding  securities. 

The  Act  also  provides  that  individuals  who  would  be  ineligible  to 
receive  an  allocation  of  qualified  securities  solely  because  they  are 
lineal  descendants  of  the  taxpayer  may  receive  an  allocation  of  the 
section  1042  securities  provided  that  the  total  amount  of  such  secu- 
rities allocated  to  all  such  lineal  descendants  is  not  more  than  5 
percent  of  all  section  1042  securities  attributable  to  a  sale  to  the 
plan  by  any  person  related  to  such  descendants  (within  the  mean- 
ing of  sec.  26'7(c)(4)).  For  purposes  of  determining  whether  lineal  de- 
scendants of  a  selling  taxpayer  have  been  allocated  more  than  5 
percent  of  the  employer  securities  to  which  section  1042  applies  (or 
amounts  in  lieu  thereof),  all  employer  securities  sold  to  the  ESOP 
by  the  taxpayer  which  are  eligible  for  nonrecognition  treatment 
are  taken  into  account. 

The  provisions  are  generally  effective  with  respect  to  sales  of  se- 
curities after  October  22,  1986.  However,  for  purposes  of  determin- 
ing whether  an  individual  is  a  25-percent  shareholder  with  respect 
to  sales  occurring  before  October  22,  1986,  in  taxable  years  begin- 
ning after  July  18,  1984,  all  allocated  securities  held  by  an  ESOP 
may  be  treated  as  outstanding  with  respect  to  the  individual  if  se- 
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curities  allocated  to  the  individual  under  the  ESOP  are  treated  as 
securities  owned  by  the  individual.® 

Disqualification;  excise  tax 

The  Act  provides  that  an  ESOP  that  acquires  section  1042  securi- 
ties is  required  to  provide  that  the  restriction  on  the  allocation  of 
securities  to  the  sellers,  family  members,  and  25-percent  sharehold- 
ers (sec.  409(n))  will  be  satisfied.  The  sanction  for  failure  to  comply 
with  this  requirement  is  disqualification  of  the  plan  with  respect  to 
those  participants  who  received  prohibited  allocations.  Thus,  fail- 
ure to  comply  results  in  income  inclusion  for  those  participants  of 
the  value  of  their  prohibited  allocations  on  the  date  of  such  alloca- 
tions. 

The  Act  also  provides  that,  if  there  is  a  prohibited  allocation  or 
accrual  by  an  ESOP  or  an  EWOC  of  employer  securities  acquired 
in  a  section  1042  transaction,  then  a  50-percent  excise  tax  is  im- 
posed on  the  amount  involved  in  the  prohibited  allocation.  This 
excise  tax  is  to  be  paid  by  the  employer  who  maintains  the  ESOP 
or  by  the  EWOC. 

These  provisions  are  effective  with  respect  to  sales  of  securities 
after  October  22,  1986. 

Eligible  taxpayers 

Generally,  effective  for  sales  after  March  28,  1985,  the  Act  limits 
the  class  of  taxpayers  eligible  to  elect  nonrecognition  treatment 
under  this  provision  by  making  the  election  unavailable  to  any  sub- 
chapter C  corporation.  However,  a  subchapter  C  corporation  may 
elect  nonrecognition  treatment  with  respect  to  certain  sales  made 
before  July  1,  1985,  provided  the  sales  otherwise  satisfy  the  re- 
quirements of  this  provision  and  are  made  pursuant  to  a  binding 
contract  in  effect  on  March  28,  1985,  and  at  all  times  thereafter. 

Election  and  notice 

The  Act  clarifies  that  a  taxpayer  making  a  section  1042  election 
is  not  required  to  obtain  a  notarized  "statement  of  purchase"  de- 
scribing the  qualified  replacement  property  until  90  days  after  the 
later  of  (1)  the  sale  of  the  qualified  securities,  or  (2)  the  purchase  of 
the  qualified  replacement  property.  Congress  intended  that  the  Sec- 
retary of  the  Treasury  is  to  provide  forms  for  the  election  of  non- 
recognition  treatment  under  section  1042  and  for  the  "statement  of 
purchase"  describing  the  qualified  replacement  property.  It  is  also 
intended  that  anyone  electing  nonrecognition  treatment  under  sec- 
tion 1042  would  be  required  to  use  such  forms  for  sales  occurring 
180  days  after  the  publication  of  such  forms. 

Basis  adjustment 

The  Act  provides  that  market  discount  (as  defined  in  sec. 
1278(a)(2)(A)(ii))  is  not  created  by  reason  of  the  basis  adjustment  re- 
sulting from  a  qualified  sale  to  an  ESOP  or  EWOC. 


*  A  technical  correction  may  be  needed  so  that  the  statute  reflects  this  intent. 
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Disposition  of  qualified  replacement  property 

The  Act  also  clarifies  the  coordination  of  the  provision's  require- 
ment that  gain  be  recognized  upon  disposition  of  any  qualified  re- 
placement property  with  other  rules  providing  nonrecognition 
treatment.  Effective  for  dispositions  made  after  the  date  of  enact- 
ment, the  Act  overrides  all  other  provisions  permitting  nonrecogni- 
tion and  requires  that  gain  realized  upon  the  disposition  of  quali- 
fied replacement  property  be  recognized  at  that  time.  The  Act  ex- 
empts from  the  rule  that  gain  is  to  be  recognized  upon  the  disposi- 
tion of  qualified  replacement  property:  (1)  dispositions  at  death;  (2) 
dispositions  by  gift;  (3)  certain  exchanges  required  in  the  event  of  a 
reorganization  provided  the  corporation  involved  in  the  reorganiza- 
tion is  not  controlled  by  the  taxpayer  holding  qualified  replace- 
ment property;  and  (4)  subsequent  sales  of  the  qualified  replace- 
ment property  to  an  ESOP,  pursuant  to  a  transaction  governed  by 
section  1042. 

The  amount  of  gain  required  to  be  recognized  upon  the  disposi- 
tion of  qualified  replacement  property  is  limited  to  the  amount  not 
recognized  pursuant  to  the  election  provided  by  this  provision  by 
reason  of  the  acquisition  of  such  replacement  property.  Any  gain  in 
excess  of  that  amount  continues  to  be  eligible  for  any  otherwise  ap- 
plicable nonrecognition  treatment. 

To  ensure  that  this  rule  is  not  avoided  through  the  use  of  con- 
trolled corporations,  the  Act  provides  special  rules  for  corporations 
controlled  by  the  taxpayer  seeking  nonrecognition  treatment.  If  the 
taxpayer  owns  stock  representing  control  (within  the  meaning  of 
sec.  304(c))  of  the  corporation  issuing  the  qualified  replacement 
property,  the  taxpayer  shall  be  treated  as  having  disposed  of  such 
qualified  replacement  property  when  the  corporation  disposes  of  a 
substantial  portion  of  its  assets  other  than  in  the  ordinary  course 
of  its  trade  or  business. 

b.  Deduction  for  dividends  paid  on  ESOP  stock  (sec.  1854(b)  of 
the  Act  and  sec.  404(k)  of  the  Code) 

Prior  Law 

Prior  law  permitted  an  employer  to  deduct  the  amount  of  any 
dividends  paid  in  cash  during  the  employer's  taxable  year  with  re- 
spect to  stock  of  the  employer  that  was  held  by  an  ESOP  (including 
a  tax-credit  ESOP),  but  only  to  the  extent  such  dividends  were  ac- 
tually paid  out  currently  to  plan  participants.  The  employer  could 
claim  a  deduction  for  dividends  for  the  employer's  taxable  year 
when  paid  to  the  extent  that  the  dividends  (1)  were,  in  accordance 
with  the  plan  provisions,  paid  in  cash  directly  to  the  participants, 
or  (2)  were  paid  to  the  plan  and  subsequently  distributed  to  the 
participants  in  cash  no  later  than  90  days  after  the  close  of  the 
plan  year  in  which  paid. 

Under  present  and  prior  law,  for  income  tax  purposes,  dividends 
distributed  under  an  ESOP,  whether  paid  directly  to  participants 
pursuant  to  plan  provisions  or  paid  to  the  plan  and  redistributed  to 
participants,  generally  are  treated  as  plan  distributions.  According- 
ly, such  dividends  do  not  qualify  for  the  partial  exclusion  from 
income  otherwise  permitted  under  section  116. 
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Explanation  of  Provision 

The  Act  clarifies  that  a  corporation  will  be  allowed  a  deduction 
for  dividends  paid  on  stock  held  by  an  ESOP  whether  such  divi- 
dends are  passed  through  to  beneficiaries  of  plan  participants  or  to 
the  plan  participants  themselves.  In  addition,  the  Act  makes  it 
clear  that  employer  deductions  for  dividends  paid  on  employer 
stock  held  by  an  ESOP  are  to  be  permitted  only  in  the  year  in 
which  the  dividend  is  paid  or  distributed  to  the  participant  or  bene- 
ficiary. Thus,  where  the  employer  pays  such  dividends  directly  to 
participants  in  accordance  with  plan  provisions,  a  deduction  would 
be  permitted  in  the  year  paid.  However,  where  the  employer  pays 
such  dividends  to  the  ESOP  for  redistribution  to  participants  no 
later  than  90  days  after  the  close  of  the  plan  year,  a  deduction 
would  be  permitted  in  the  employer's  taxable  year  in  which  the 
dividend  is  distributed  from  the  ESOP  to  the  participants. 

However,  the  provision  is  inapplicable  to  dividends  paid  before 
January  1,  1986,  if  the  employer  deducted  such  dividends  in  the 
taxable  year  they  were  paid  to  the  ESOP  and  filed  a  return  for 
that  taxable  year  before  the  date  of  enactment. 

The  Act  clarifies  that,  although  the  dividends  for  which  the  Act 
allows  a  deduction  are  generally  to  be  treated  as  distributions 
under  the  plan,  they  are  to  be  fully  taxable  and  treated  as  a  sepa- 
rate contract  under  the  plan.  Thus,  these  distributions  are  not  to 
be  treated  as  distributions  of  net  employee  contributions.  The  pro- 
vision is  inapplicable  to  dividends  paid  before  January  1,  1986, 
which  a  taxpayer  treated  as  the  nontaxable  return  of  employee 
contributions  for  purposes  of  a  return  filed  before  the  date  of  enact- 
ment. 

The  Act  also  makes  it  clear  that  current  distributions  of  divi- 
dends paid  on  employer  stock  allocated  to  a  participant's  account 
under  an  ESOP  will  not  be  considered  disqualifying  distributions. 

Further,  the  Act  empowers  the  Treasury  to  disallow  deductions 
for  dividends  paid  on  stock  held  by  an  ESOP,  if  the  dividend  consti- 
tutes, in  substance,  the  evasion  of  taxation.  The  deduction  is  avail- 
able only  with  respect  to  reasonable  dividends.  Thus,  for  example, 
if  amounts  paid  by  an  employer  and  treated  for  tax  purposes  as 
404(k)  dividends  are  the  payment  of  unreasonable  compensation, 
such  payments  would  not  qualify  for  treatment  as  section  404(k) 
dividends. 

c.  Partial  exclusion  of  interest  earned  on  ESOP  loans  (sec.  1854(c) 
of  the  Act  and  sec.  133  of  the  Code) 

Prior  Law 

Under  present  and  prior  law,  a  bank,  an  insurance  company,  or 
a  corporation  actively  engaged  in  the  business  of  lending  money 
may  exclude  from  gross  income  50  percent  of  the  interest  received 
with  respect  to  a  securities  acquisition  loan. 

Under  present  and  prior  law,  a  securities  acquisition  loan  means 
any  loan  to  a  corporation  or  to  an  ESOP  to  the  extent  that  the  pro- 
ceeds are  used  to  acquire  employer  securities  (within  the  meaning 
of  sec.  409(1))  for  the  plan.  Under  prior  law,  a  securities  acquisition 
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loan  did  not  include  any  loan  between  corporations  that  are  mem- 
bers of  the  same  controlled  group  of  corporations. 

Temporary  regulations  issued  by  the  Treasury  provide  that  a 
loan  made  to  a  corporation  sponsoring  an  ESOP  qualifies  as  a  secu- 
rities acquisition  loan  only  to  the  extent  that,  and  for  the  period 
which,  the  proceeds  are  (1)  loaned  to  the  corporation's  ESOP  under 
a  loan  that  qualifies  as  an  exempt  loan  under  section  4975  and  that 
has  terms  "substantially  similar"  to  the  terms  of  the  loan  between 
the  commercial  lender  and  the  sponsoring  organization  and  (2) 
used  to  acquire  employer  securities  for  the  ESOP. 

Under  the  temporary  regulations,  the  terms  of  the  loan  from  the 
commercial  lender  to  the  sponsoring  corporation  and  the  terms  of 
the  loan  from  such  corporation  to  the  ESOP  are  treated  as  substan- 
tially similar  only  if  the  timing  and  rate  at  which  employer  securi- 
ties would  be  released  from  encumbrance  if  the  loan  from  the  com- 
mercial lender  were  the  exempt  loan  under  section  4975  are  sub- 
stantially similar  to  the  timing  and  rate  at  which  employer  securi- 
ties are  actually  released  from  encumbrance  in  accordance  with 
section  4975.  Thus,  the  regulations  match  the  timing  of  the  repay- 
ment of  the  loan  to  the  corporation  with  the  allocation  of  shares  in 
the  ESOP,  and  provide  that  allocation  of  shares  occurs  as  rapidly 
as  repayment  of  the  loan  to  the  corporation.® 

Explanation  of  Provision 

The  Act  (1)  clarifies  the  interaction  of  the  partial  interest  exclu- 
sion with  other  provisions  affecting  tax-exempt  income,  and  (2) 
clarifies  the  meaning  of  the  term  "securities  acquisition  loan." 

Interaction  with  other  provisions. — The  Act  makes  it  clear  that 
for  purposes  of  section  291(e),  relating  to  certain  tax  preference 
items,  (1)  interest  on  an  obligation  eligible  for  the  partial  exclusion 
of  section  133  will  not  be  treated  as  exempt  from  tax,  and  (2)  in 
determining  the  interest  allocable  to  indebtedness  on  tax-exempt 
obligations,  obligations  eligible  for  the  partial  exclusion  will  not  be 
taken  into  account  in  calculating  the  taxpayer's  average  adjusted 
basis  for  all  assets. 

In  addition,  the  Act  clarifies  the  coordination  of  the  partial  ex- 
clusion with  the  installment  payment  provisions  (sec.  483)  and  the 
original  issue  discount  rules  (sees.  1271  through  1275).  The  Act 
makes  it  clear  that,  in  testing  the  adequacy  of  the  stated  interest 
rate  for  purposes  of  section  483  and  sections  1271  through  1275,  the 
applicable  Federal  rate  will  be  adjusted  as  appropriate  to  reflect 
the  partial  interest  exclusion.  In  addition,  the  Act  clarifies  that  the 
below  market  interest  rate  rules  (sec.  7872)  do  not  apply  to  a  loan 
between  a  sponsoring  employer  and  an  ESOP,  provided  that  the  in- 
terest rate  payable  on  such  loan  is  no  less  than  the  interest  rate 
payable  by  the  employer  on  a  corresponding  section  133  loan. 

Securities  acquisition  loan. — The  Act  makes  several  changes  to 
the  definition  of  "securities  acquisition  loan."  The  Act  (1)  clarifies 
the  definition  of  securities  acquisition  loan  in  the  case  of  a  loan  to 
a  sponsoring  corporation  with  a  corresponding  loan  from  the  corpo- 
ration to  the  ESOP  ("back-to-back"  loans),  (2)  includes  in  the  defini- 


9  See,  generally,  Temp.  Treas.  Reg.  sec.  1.133-IT. 
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tion  of  securities  acquisition  loan  a  loan  to  a  corporation  if,  within 
30  days  of  the  date  of  the  loan,  employer  securities  are  transferred 
to  the  plan  in  an  amount  equal  to  the  proceeds  of  such  loan  and 
such  securities  are  allocable  to  participant  accounts  within  1  year 
of  the  date  of  such  loan  ("immediate  allocation  loan");  (3)  clarifies 
that  the  refinancing  of  a  loan  to  an  ESOP  can  qualify  as  a  securi- 
ties acquisition  loan;  and  (4)  clarifies  the  definition  of  securities  ac- 
quisition loan  with  respect  to  loans  within  a  controlled  group  of 
corporations.  Items  (1)  and  (4)  are  in  the  technical  corrections  por- 
tion of  the  Act.  ^ » 

The  Act  clarifies  the  definition  of  a  securities  acquisition  loan  in 
the  case  of  a  loan  to  a  corporation.  The  Act  provides  that  a  loan  to 
a  sponsoring  corporation  will  qualify  as  a  securities  acquisition 
loan  if  the  terms  of  such  loan  are  substantially  similar  to  the  terms 
of  the  corresponding  exempt  loan  from  the  corporation  to  the 
ESOP.  In  addition,  the  Act  provides  that,  if  the  terms  of  the  2 
loans  are  not  substantially  similar,  the  loan  to  the  sponsoring  cor- 
poration will  still  qualify  as  a  securities  acquisition  loan  if  (1)  the 
corresponding  loan  to  the  ESOP  provides  for  more  rapid  payment 
of  principal  or  interest  than  the  loan  to  the  sponsoring  corporation; 
(2)  the  allocations  of  stock  within  the  ESOP  attributable  to  the  dif- 
ference in  payment  schedules  do  not  result  in  discrimination  in 
favor  of  highly  compensated  employees;  and  (3)  the  total  commit- 
ment period  of  the  loan  to  the  sponsoring  corporation  is  not  more 
than  7  years. 

The  7-year  limitation  applies  to  the  total  commitment  period. 
Thus,  provided  the  final  maturity  of  the  credit  arrangement  is  not 
greater  than  7  years,  the  funds  may  be  provided  by  one  or  more 
lenders  in  a  series  of  shorter  maturity  loans,  each  of  which  (other 
than  the  first)  is  used  to  repay  the  preceding  loan.  If  the  total  com- 
mitment period  of  the  loan  is  extended  beyond  7  years,  then  the 
partial  exclusion  will  continue  to  apply  for  the  first  7  years  of  the 
loan.^^ 

The  Act  also  clarifies  that,  although  a  securities  acquisition  loan 
may  not  originate  with  any  member  of  the  controlled  group,  it  may 
be  held  by  a  member  of  the  controlled  group.  However,  during  any 
such  time  that  a  securities  acquisition  loan  is  held  by  a  member  of 
the  controlled  group,  any  interest  received  with  respect  to  such 
loan  during  such  period  will  not  qualify  for  the  exclusion  provided 
under  section  133. 

The  provisions  relating  to  the  availability  of  the  section  133  in- 
terest exclusion  in  the  case  of  back-to-back  loans  and  controlled 
group  loans  are  effective  as  if  included  in  the  Deficit  Reduction  Act 
of  1984,  i.e.,  they  are  effective  with  respect  to  loans  made  after  July 
18,  1984,  and  used  to  acquire  employer  securities  after  such  date. 


'  °  For  further  discussion  of  the  changes  made  to  the  definition  of  securities  acquisition  loan, 
see  General  Explanation  of  the  Tax  Reform  Act  of  1986  (JCS-10-87),  in  Title  XL,  Part  G. 
' '  A  technical  correction  may  be  needed  so  that  the  statute  reflects  this  intent. 
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d.  Payment  of  estate  tax  liability  by  ESOP  (sec.  1854(d)  of  the  Act 
and  sec.  2210  of  the  Code) 

Prior  Law 

Under  prior  law,  if  qualified  employer  securities  were  (1)  ac- 
quired from  a  decedent  by  an  ESOP  or  an  eligible  worker-owned 
cooperative  (EWOC),  (2)  passed  from  a  decedent  to  an  ESOP  or 
EWOC,  or  (3)  were  transferred  by  the  decedent's  executor  to  an 
ESOP  or  EW(X;,  then  the  executor  of  the  decedent's  estate  general- 
ly was  relieved  of  the  estate  tax  liability  to  the  extent  the  ESOP  or 
EWOC  is  required  to  pay  the  liability. 

No  executor  was  relieved  of  estate  tax  liability  under  this  provi- 
sion with  respect  to  securities  transferred  to  an  ESOP  unless  the 
employer  whose  employees  participate  in  the  ESOP  guaranteed,  by 
surety  bond  or  other  means  as  required  by  the  Secretary  of  the 
Treasury,  the  payment  of  any  estate  tax  or  interest. 

To  the  extent  that  (1)  the  decedent's  estate  was  otherwise  eligible 
to  make  deferred  payments  of  estate  taxes  pursuant  to  section  6166 
with  respect  to  the  decedent's  interest  in  qualified  employer  securi- 
ties, and  (2)  the  executor  elected  to  make  payments  pursuant  to 
that  section,  the  plan  administrator  of  the  ESOP  or  an  authorized 
officer  of  the  EWOC  also  could  elect  to  pay  any  estate  taxes  attrib- 
utable to  the  qualified  employer  securities  transferred  to  the  ESOP 
or  EWCX!  in  installments  pursuant  to  that  section.  The  usual  rules 
(sec.  6166)  applied  to  determine  ongoing  eligibility  for  deferral. 
Thus,  for  example,  disposition  of  the  qualifying  securities  held  by 
the  estate  and  employee  organization  could  trigger  acceleration  of 
any  remaining  unpaid  tax. 

Explanation  of  Provision 

The  Act  makes  several  changes  to  clarify  the  applicability  of 
these  provisions  and  the  coordination  with  the  provisions  govern- 
ing the  installment  payment  of  estate  taxes  under  section  6166. 
First,  the  Act  makes  it  clear  that,  with  respect  to  the  estates  of  in- 
dividuals dying  after  September  27,  1985,  only  executors  of  those 
estates  eligible  to  make  deferred  payments  of  estate  taxes  may  be 
relieved  of  estate  tax  liability  under  this  provision.  In  addition, 
under  the  Act,  the  transfer  of  employer  securities  to  an  ESOP  or  to 
an  eligible  EW(X!  will  not  be  treated  as  a  disposition  or  withdrawal 
which  triggers  acceleration  of  the  remaining  unpaid  tax. 

The  Act  makes  it  clear  that,  after  the  transfer,  the  ongoing  eligi- 
bility of  the  estate  and  the  ESOP  or  EWOC  to  make  installment 
payments  applicable  to  their  respective  interests  is  to  be  tested  sep- 
arately. Thus,  with  respect  to  the  estate's  remaining  interest  (if 
any),  cumulative  dispositions  and  withdrawals  of  amounts  up  to  50 
percent  of  the  estate's  remaining  interest  would  be  permitted  with- 
out requiring  acceleration  of  the  remaining  unpaid  tax.  Similarly, 
with  respect  to  an  ESOP  or  EWOC  cumulative  dispositions  and 
withdrawals  of  up  to  50  percent  of  the  interest  transferred  to  the 
ESOP  or  EWOC  would  be  permitted  without  requiring  acceleration. 
In  addition,  under  the  Act,  a  distribution  made  by  an  ESOP  to  par- 
ticipants on  account  of  death,  retirement  after  attainment  of  age 
59  Ve,  disability,  or  any  separation  from  service  resulting  in  a  one- 
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year  break  in  service  will  not  be  treated  as  a  disposition  requiring 
acceleration  of  any  unpaid  tax  and  will  not  be  taken  into  account 
in  determining  whether  any  subsequent  disposition  triggers  accel- 
eration. 

The  Act  also  makes  it  clear  that  no  executor  will  be  relieved  of 
estate  tax  liability  with  respect  to  employer  securities  transferred 
to  an  eligible  EWOC  unless  the  EWOC  guarantees  the  payment  of 
any  estate  tax  or  interest  by  surety  bond  or  other  means  as  re- 
quired by  the  Secretary  of  the  Treasury. 

e.  Voting  rights  (sec.  1854(f)  of  the  Act  and  see.  409  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  a  tax  credit  ESOP  (sec.  409),  a  le- 
veraged ESOP  and,  in  some  circumstances,  a  defined  contribution 
plan  (sec.  401(a)(22))  are  required  to  meet  certain  voting  rights  re- 
quirements with  respect  to  employer  securities  held  by  the  plan. 
Under  prior  law,  if  the  employer  does  not  have  a  registration-type 
class  of  securities,  the  plan  is  required  to  permit  each  participant 
to  direct  the  plan  as  to  the  manner  in  which  voting  rights  under 
employer  securities  which  are  allocated  to  the  account  of  the  par- 
ticipant are  to  be  exercised  with  respect  to  corporate  matters  that 
(by  law  or  charter)  must  be  decided  by  more  than  a  majority  vote 
of  the  outstanding  common  shares  voted. 

Explanation  of  Provision 

The  Act  modifies  the  voting  rights  requirements  applicable  to  an 
ESOP  where  the  employer  does  not  have  a  registration-type  class 
of  securities  by  (1)  mandating  that  voting  rights  be  passed  through 
to  participants  with  respect  to  certain  enumerated  issues;  and  (2) 
accommodating  the  one  person-one  vote  philosophy  of  certain  types 
of  ESOPs  and  EWOCs. 

First,  the  Act  requires,  with  respect  to  certain  issues  specified  in 
the  Act,  that  a  plan  permit  participants  to  direct  the  vote  under 
employer  securities  allocated  to  the  participants'  accounts,  regard- 
less of  whether  the  issue  was  required  (by  law  or  charter)  to  be  de- 
cided by  more  than  a  majority  vote  of  the  outstanding  common 
shares  voted.  The  issues  on  which  the  pass-through  of  voting  rights 
is  required  are  merger  or  consolidation,  recapitalization,  reclassifi- 
cation, liquidation,  dissolution,  sale  of  substantially  all  of  the  assets 
of  a  trade  or  business  of  the  corporation  and,  to  the  extent  provided 
by  regulations,  other  similar  issues. 

Second,  the  Act  permits  the  trustee  of  an  ESOP  or  EWOC,  the 
by-laws  or  terms  of  which  require  that  the  interests  in  the  ESOP  or 
EWOC  be  governed  on  a  one  vote  per  participant  basis,  to  vote  the 
employer  securities  in  a  manner  that  reflects  the  one  man-one  vote 
philosophy.  Under  this  alternative,  each  ESOP  or  EWOC  partici- 
pant is  entitled  to  cast  one  vote  on  an  issue.  The  trustee  would 
then  be  required  to  vote  the  employer  securities  held  by  the  ESOP 
or  EWOC  in  proportion  to  the  results  of  the  votes  cast  on  the  issue 
by  the  participants.  The  provision  is  permissive,  that  is,  an  ESOP 
or  EWOC  is  not  required  to  provide  that  participants  vote  on  this 
basis. 
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The  requirements  relating  to  one  vote  per  participant  are  effec- 
tive on  the  date  of  enactment.  The  requirements  relating  to  pass- 
through  voting  are  effective  after  December  31,  1986,  for  securities 
acquired  after  December  31,  1979. 

f.  Net  unrealized  appreciation  (sec.  1854(f)(2)  of  the  Act  and  sec. 
402  of  the  Code) 

Prior  Law 

Under  prior  law,  in  the  case  of  a  distribution  of  securities  of  the 
employer  from  a  qualified  plan,  an  employee  was  permitted  to  ex- 
clude from  income  the  net  unrealized  appreciation  (NUA)  on  such 
securities  attributable  to  employee  contributions.  In  addition,  if  the 
distribution  qualified  as  a  lump-sum  distribution,  the  employee  was 
generally  permitted  to  exclude  from  income  the  NUA  on  such  secu- 
rities, regardless  of  whether  appreciation  was  attributable  to  em- 
ployer or  employee  contributions  (sees.  402(a)(1)  and  402(e)(4)(J)). 
Upon  disposition  of  the  stock  in  a  taxable  transaction,  the  partici- 
pant was  taxed  on  the  previously  excluded  NUA  at  capital  gains 
rates.  NUA  was  generally  measured  as  the  difference  between  the 
fair  market  value  at  distribution  and  the  basis  of  the  securities. 

In  the  case  of  an  acquisition  of  one  corporation  by  another, 
shares  of  the  company  held  by  a  plan  sponsored  by  the  company 
are  sometimes  exchanged  for  shares  of  the  acquiring  company  in  a 
transaction  that  generally  would  be  taxable  if  the  stock  were  not 
held  by  a  qualified  plan.  Alternatively,  the  plan  may  exchange 
shares  of  the  target  company  for  cash  or  other  property  that  the 
plan  later  reinvests  in  qualifying  securities  of  the  employer.  Under 
prior  law,  the  IRS  took  the  position  that  in  a  case  in  which  securi- 
ties of  the  employer  held  by  a  plan  were  exchanged  for  cash  or 
other  securities  of  the  employer  in  a  transaction  that  would  be  tax- 
able if  the  securities  were  held  by  a  taxable  entity,  the  plan's  basis 
in  such  securities  received  pursuant  to  the  exchange  (or  purchased 
with  cash  or  other  property  received  pursuant  to  the  exchange)  was 
generally  increased  or  "stepped  up"  to  reflect  the  fair  market 
value  of  the  securities,  cash,  or  property  used  to  acquire  new  secu- 
rities. Because  the  newly  acquired  securities  had  a  "stepped-up" 
basis,  rather  than  the  same  basis  as  the  securities  that  were  dis- 
posed of  in  the  exchange,  the  previously  accumulated  NUA  on  the 
old  securities  was  eliminated. 

Explanation  of  Provision 

The  Act  provides  that  if,  for  example,  pursuant  to  a  tender  offer, 
a  plan  fiduciary,  in  the  exercise  of  its  fiduciary  duties,  exchanges 
previously  acquired  securities  of  the  employer  for  other  securities 
of  the  employer,  the  plan  will  have  the  same  basis  in  the  acquired 
securities  as  it  had  in  the  securities  exchanged  for  the  acquired  se- 
curities. Similarly,  if  a  plan  fiduciary,  in  the  exercise  of  its  fiduci- 
ary duties,  disposes  of  such  securities  for  cash  because  the  securi- 
ties are  called,  because  the  trustee  tenders  such  securities  in  re- 
sponse to  a  tender  offer,  or  because  such  disposition  is  required  by 
ERISA  or  the  Internal  Revenue  Code,  and  the  proceeds  are  rein- 
vested in  securities  of  the  employer  within  a  90-day  period  (unless 
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the  Secretary  provides  an  extension  of  the  90-day  period)  the  plan 
will  have  the  same  basis  in  such  securities  purchased  with  the  cash 
proceeds  as  the  plan  had  in  the  securities  sold.  The  provision  is  ef- 
fective with  respect  to  any  transaction  occurring  after  December 
31,  1984;  however,  in  the  case  of  a  transaction  occurring  before  the 
date  of  enactment  of  the  Act,  the  reinvestment  period  does  not  end 
before  the  earlier  of  (1)  one  year  after  the  date  of  the  transaction 
or  (2)  180  days  after  the  date  of  enactment. 

g.  Right  to  demand  employer  securities;  put  option  (sec.  1854(g)(3) 
of  the  Act  and  sec.  409  of  the  Code) 

Prior  law 

Under  prior  law,  an  employee  stock  ownership  plan  (ESOP)  gen- 
erally is  required  to  provide  that  plan  participants  have  the  right 
to  receive  their  benefits  in  the  form  of  employer  securities.  Howev- 
er, this  requirement  does  not  apply  in  the  case  of  an  employer 
whose  charter  or  by  laws  restrict  the  ownership  of  substantially  all 
outstanding  employer  securities  to  employees  of  a  trust  described 
in  section  401(a),  if  the  plan  provides  that  plan  participants  have 
the  right  to  receive  distributions  in  cash. 

Explanation  of  Provisions 

Effective  as  of  the  date  of  enactment,  the  Act  permits  a  plan 
sponsored  by  a  corporation  whose  by-laws  or  charter  restrict  the 
ownership  of  substantially  all  outstanding  employer  securities  to 
employees  or  a  trust  described  in  section  401(a)  to  distribute  em- 
ployer securities  in  certain  cases.  If  such  a  plan  does  distribute  em- 
ployer securities,  the  distribution  requirements  and  put  option  re- 
quirements generally  applicable  to  ESOPs  (except  for  the  require- 
ment that  the  employee  has  a  right  to  demand  that  the  distribu- 
tion be  paid  in  employer  securities)  will  apply  to  the  distribution. 

6.  Miscellaneous  Provisions 

a.  Incentive  stock  option  provision  (sec.  1855(a)  of  the  Act  and 
sees.  57  and  422A  of  the  Code) 

Prior  Law 

The  1984  Act  clarified  that  the  fair  market  value  of  stock,  for 
purposes  of  applying  the  incentive  stock  options  provisions,  was  de- 
termined without  regard  to  lapse  restrictions. 

The  1984  Act  applied,  for  purposes  of  the  minimum  tax,  to  op- 
tions exercised  after  March  20,  1984.  Transitional  relief  was  provid- 
ed for  certain  options  exercised  on  or  before  December  31,  1984. 

Explanation  of  Provision 

The  Act  clarifies  that,  under  the  transitional  rule,  the  amend- 
ment to  the  minimum  tax  provision  relating  to  incentive  stock  op- 
tions (sec.  57(a)(10))  will  not  apply  to  options  exercised  before  Janu- 
ary 1,  1985,  if  the  option  was  granted  pursuant  to  a  plan  adopted  or 
corporate  action  taken  by  the  board  of  directors  of  the  grantor  cor- 
poration before  May  15,  1984. 
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b.  Time  for  making  certain  section  83(b)  elections  (sees.  1855(b)  of 
the  Act  and  sec.  556  of  the  1984  Act) 

Prior  Law 

The  1984  Act  extended  the  time  for  making  certain  section  83(b) 
elections  where  property  was  transferred  to  the  taxpayer  after 
June  30,  1976  and  before  November  18,  1982,  where  the  taxpayer 
paid  fair  market  value  (determined  without  regard  to  certain  re- 
strictions). 

Explanation  of  Provision 

The  Act  extends  the  provision  of  that  1984  Act  to  transfers  made 
before  July  1,  1976. 


F.  Technical  Corrections  to  the  Tax-Exempt  Bond  Provisions 

1.  Mortgage  revenue  bond  and  mortgage  credit  certificate  provi- 
sions (sees.  1861-1863  of  the  Act  and  sees.  25  and  103A  of  the 
Code) 

Prior  Law 
Mortgage  revenue  bonds 

The  1984  Act  extends  the  tax-exemption  for  qualified  mortgage 
bonds  for  four  years,  for  bonds  issued  after  December  31,  1983,  and 
before  January  1,  1988.  These  bonds  generally  are  subject  to  the 
same  restrictions  as  applied  to  such  bonds  issued  before  January  1, 
1984. 

The  1984  Act  restricts  the  issuance  of  qualified  veterans'  mort- 
gage bonds  by  (1)  limiting  the  veterans  eligible  for  loans  financed 
with  these  bonds,  and  (2)  imposing  State  volume  limitations  based 
on  pre-1984  issuance  of  the  bonds.  The  1984  Act  further  directs  the 
Federal  Financing  Bank  to  make  cash  flow  loans  to  the  Oregon  De- 
partment of  Veterans'  Affairs  to  offset  lower  than  anticipated  pre- 
payments on  loans  funded  with  specified  veterans'  mortgage  bonds. 

Mortgage  credit  certificates 

As  an  alternative  to  qualified  mortgage  bonds,  the  Act  permits 
States  to  elect  to  exchange  qualified  mortgage  bond  authority  for 
authority  to  issue  mortgage  credit  certificates  (MCCs).  MCCs  gener- 
ally are  subject  to  the  same  eligibility  restrictions  as  qualified 
mortgage  bonds. 

Explanation  of  Provisions 
Mortgage  revenue  bonds 

The  Act  clarifies  that,  in  certain  cases,  the  Treasury  Department 
may  grant  extensions  of  time  for  publishing  annual  policy  state- 
ments that  issuers  of  qualified  mortgage  bonds  are  required  to 
make.  These  statements  must  explain  measures  taken  by  the  issu- 
ers to  comply  with  the  Congressional  objective  of  providing  housing 
for  lower-income  persons. 

The  Act  further  clarifies  that  the  requirement  of  this  annual 
policy  statement  and  the  requirements  that  (1)  certain  information 
be  reported  to  Treasury  with  respect  to  each  bond  issue  and  (2)  a 
State  official  certify  compliance  with  Code  restrictions  are  treated 
as  satisfied  if  the  issuer  in  good  faith  attempted  to  meet  the  re- 
quirement and  the  failure  to  meet  the  requirement  is  due  to  inad- 
vertent error. 

The  Act  clarifies  that  veterans  eligible  for  loans  financed  by 
qualified  veterans'  mortgage  bonds  must  apply  for  the  financing 
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before  the  later  of  (1)  30  years  after  leaving  active  service,  or  (2) 
January  31,  1985  (rather  than  January  1,  1985). 

The  Act  provides  that  the  Oregon  Department  of  Veterans'  Af- 
fairs (Oregon)  may  advance  refund  up  to  $300  million  of  qualified 
veterans'  mortgage  bonds  and  expands  the  list  of  specified  bonds 
that  may  be  advance  refunded.  (Advance  refundings  of  mortgage 
subsidy  bonds  otherwise  are  prohibited.)  The  advance  refunding  is 
in  lieu  of  authority  included  in  the  Act  permitting  that  State 
agency  to  receive  cash  flow  loans  not  exceeding  $300  million  at  any 
time  from  the  Federal  Financing  Bank  (FFB).  This  provision  is  ef- 
fective on  the  date  of  enactment,  and  does  not  affect  the  status  of 
cash  flow  loans  made  under  an  interim  financing  agreement  en- 
tered into  between  Oregon  and  the  FFB  before  that  date. 

Mortgage  credit  certificates 

Issuers  of  qualified  mortgage  bonds  must  satisfy  information  re- 
porting requirements,  must  certify  that  the  bonds  meet  the  volume 
limitation  requirement  of  the  Code,  and  must  publish  annual  policy 
statements  demonstrating  that  their  programs  satisfy  Congress'  ob- 
jective in  authorizing  issuance  of  tax-exempt  bonds  for  this  pur- 
pose. The  Act  clarifies  that  these  requirements  also  apply  with  re- 
spect to  MCCs. 

The  Act  clarifies  that  good  faith  errors  in  MCC  program  adminis- 
tration may  be  corrected  without  invalidating  all  MCCs  issued 
under  the  program.  The  Act  further  clarifies  the  method  for  deter- 
mining the  amount  of  excess  credit  that  may  be  carried  forward  for 
up  to  three  years  by  a  taxpayer. 

2.  Private  activity  bond  provisions  (sees.  1864-1873  of  the  Act  and 
sec.  103  of  the  Code) 

Prior  Law 
Volume  limitations 

Private  activity  bonds  generally  are  subject  to  State  volume  limi- 
tations. The  limitations  apply  to  most  industrial  development 
bonds  (IDBs)  and  to  student  loan  bonds  issued  within  the  State. 
Certain  bonds  issued  to  finance  governmentally  owned  airports, 
docks,  wharves,  convention  or  trade  show  facilities,  and  mass  com- 
muting facilities  are  not  subject  to  these  volume  limitations. 

The  1984  Act  provides  a  statutory  formula  for  allocating  each 
State's  volume  limitation  among  issuers  within  the  State.  This  Fed- 
eral formula  may  be  overridden  by  State  statute,  or  by  gubernato- 
rial proclamation  on  an  interim  basis.  Issuers  may  elect  to  carry 
forward  bond  authority  for  up  to  three  years  (six  years  in  certain 
cases)  for  certain,  specifically  identified  projects. 

Prohibition  on  Federal  guarantees  of  tax-exempt  bonds 

The  1984  Act  provides  that  interest  on  bonds,  repayment  of 
which  is  directly  or  indirectly  guaranteed  (in  whole  or  in  part)  by 
the  Federal  Government,  is  taxable.  The  underlying  economic  sub- 
stance of  a  transaction  determines  whether  repayment  of  bonds  is 
Federally  guaranteed.  Thus,  depending  on  the  facts  and  circum- 
stances of  each  case,  a  Federal  guarantee  may  arise  from  contracts 
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providing  for  purchase  of  the  output  of  a  facility  by  the  Federal 
Government,  from  leases  of  property  to  the  Federal  Government, 
and  from  other  similar  arrangements,  as  well  as  from  a  direct 
agreement  to  repay  the  bonds. 

Additional  arbitrage  restrictions  for  most  IDBs  and  for  student  loan 
bonds 

In  the  case  of  IDBs  (other  than  IDBs  for  multifamily  residential 
rental  property),  the  Act  limits  the  amount  of  bond  proceeds  that 
may  be  invested  in  obligations  not  related  to  the  purpose  of  the 
borrowing  and  requires  rebates  to  the  Federal  Government  of  arbi- 
trage profits  in  certain  cases.  The  1984  Act  also  directs  the  Treas- 
ury Department  to  prescribe  regulations  extending  additional  arbi- 
trage restrictions  similar  to  those  for  most  IDBs  to  student  loan 
bonds. 

$40  million  limit  on  small-issue  IDBs 

The  1984  Act  prohibits  tax-exemption  for  small-issue  IDBs  if  a 
beneficiary  of  the  IDBs  is  a  beneficiary  of  more  than  $40  million  of 
all  types  of  tax-exempt  bonds.  Bonds  used  to  redeem  other  bonds  do 
not  count  towards  the  $40  million  limit;  however,  such  refunding 
bonds  may  not  be  issued  if  a  beneficiary  of  the  bonds  benefits  from 
more  than  $40  million  of  outstanding  bonds  at  the  time  of  the  re- 
funding. 

Private  (consumer)  loan  bonds 

The  1984  Act  provides  that  interest  on  bonds  generally  is  not  tax- 
exempt  if  five  percent  or  more  of  the  proceeds  is  reasonably  expect- 
ed to  be  used,  directly  or  indirectly,  to  make  loans  to  nonexempt 
persons.  Exceptions  are  provided  for  IDBs,  qualified  student  loan 
bonds,  mortgage  revenue  bonds,  and  for  certain  bonds  used  to  fi- 
nance assessments  or  taxes  of  general  application  for  an  essential 
governmental  function. 

As  enacted  in  1984,  this  restriction  makes  no  distinction  between 
bonds  that  are  used  to  finance  loans  for  businesses  and  bonds  used 
to  finance  personal  loans.  For  example,  an  issue  may  be  in  viola- 
tion of  this  restriction  if  5  percent  or  more,  but  no  more  than  25 
percent,  of  the  proceeds  is  used  to  provide  financing  that  would  be 
considered  IDB-financing,  but  for  the  fact  that  bonds  are  not  treat- 
ed as  IDBs  if  no  more  than  25  percent  of  the  proceeds  is  used  for  a 
purpose  described  in  section  1030t)).  Similarly,  an  obligation  that 
would  be  an  IDB  except  for  the  fact  that  the  security  interest  test 
of  section  1030t))(2)(B)  is  not  satisfied  may  be  in  violation  of  this  re- 
striction. 

Restriction  on  acquisition  of  existing  facilities 

The  1984  Act  restricts  tax-exempt  financing  for  the  acquisition  of 
existing  facilities  to  cases  where  an  amount  equal  to  at  least  15 
percent  of  the  bonds  is  spent  on  rehabilitation  of  a  building  and  as- 
sociated equipment.  In  the  case  of  structures  other  than  buildings, 
the  rehabilitation  expenditures  must  equal  or  exceed  the  amount  of 
bond  financing. 


169 

Application  of  certain  Internal  Revenue  Code  requirements  to  bonds 
exempt  from  tax  pursuant  to  other  provisions  of  law 

The  1984  Act  provides  that  bonds  issued  pursuant  to  provisions 
of  law  other  than  the  Internal  Revenue  Code  must  satisfy  appropri- 
ate Code  requirements  as  a  condition  of  tax-exemption.  Examples 
of  these  requirements  are  the  Code  restrictions  on  IDBs,  the  arbi- 
trage rules,  the  prohibition  on  Federal  guarantees  of  tax-exempt 
bonds,  the  State  volume  limitations,  and  the  public  approval  and 
information  reporting  requirements. 

Small-issue  IDB  principal  user  rule 

Small-issue  IDBs  generally  may  not  exceed  $1  million  per  issue. 
If  a  special  election  is  made,  this  limit  is  increased  to  $10  million, 
but  all  capital  expenditures  that  principal  users  of  the  facility 
incur  within  a  prescribed  period  with  respect  to  facilities  located  in 
the  same  municipality  (or  county,  if  not  in  any  municipality)  are 
aggregated  with  the  amount  of  the  bonds  in  determining  whether 
the  $10  million  limit  is  exceeded. 

Effective  dates 

Section  631  of  the  1984  Act  provides  effective  dates  for  the  vari- 
ous tax-exempt  bond  provisions  for  which  (1)  no  separately  stated 
effective  dates  are  included  as  part  of  the  section  of  the  Act  con- 
taining the  substantive  rule,  or  (2)  no  effective  dates  are  provided 
by  means  of  dates  included  within  substantive  rules  identifying  the 
bonds  to  which  the  rules  apply.  Transitional  exceptions  are  provid- 
ed with  respect  to  many  of  the  provisions  for  which  the  effective 
dates  are  provided  in  Act  section  631.  Additionally,  special  excep- 
tions are  provided  in  Act  sections  631  and  632  for  certain  specifical- 
ly described  facilities. 

Explanation  of  Provisions 
Volume  limitations 

Facilities  located  outside  a  State. — The  Act  clarifies  that  each 
State's  annual  private  activity  bond  volume  limitation  generally 
may  be  used  only  to  finance  facilities  located  within  that  State. 
Under  this  clarification,  a  State  may  allocate  a  portion  of  its 
volume  limitation  to  financing  for  facilities  located  outside  its 
boundaries  only  in  the  case  of  specified  facilities,  and  only  to  the 
extent  of  the  State's  share  of  the  use  of  those  facilities. 

Facilities  located  outside  a  State  and  to  which  a  State  may  allo- 
cate a  portion  of  its  volume  limitation  include  (1)  otherwise  eligible 
sewage  and  solid  waste  disposal  facilities  or  facilities  for  the  local 
furnishing  of  electric  energy  or  gas  (sec.  103(b)(4XE));  (2)  otherwise 
eligible  facilities  for  furnishing  of  water  (sec.  103(b)(4)(G));  and  (3) 
qualified  hydroelectric  generating  facilities  (sec.  103(b)(4)(H)).  This 
clarification  does  not  affect  the  rule  in  Code  section  103(o)(3)  that 
qualified  student  loan  bonds  must  be  issued  to  finance  loans  both 
to  (1)  residents  of  the  State  issuing  the  bonds  regardless  of  the  loca- 
tion of  the  school  the  residents  attend,  and  (2)  students  attending 
schools  within  the  issuing  jurisdiction,  regardless  of  the  State  of 
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their  legal  residence,  since  no  facilities  are  financed  with  student 
loan  bonds. 

In  the  case  of  sewage  and  solid  waste  disposal  facilities,  the  de- 
termination of  a  State  s  use  of  a  facility  is  based  on  the  percentage 
of  the  facility's  total  treatment  provided  to  the  State  (and  its  resi- 
dents). In  the  case  of  facilities  for  the  local  furnishing  of  electric 
energy  and  gas,  facilities  for  the  furnishing  of  water,  and  qualified 
hydroelectric  generating  facilities,  the  determination  of  use  is 
based  upon  the  share  of  the  output  of  the  facility  received  by  the 
State  (and  its  residents). 

These  clarifications  generally  are  effective  for  bonds  issued  after 
the  date  of  the  Act's  enactment.  Under  a  special  rule,  a  State  may 
elect  to  apply  this  rule  in  the  case  of  bonds  issued  before  the  date 
of  enactment. 

Certain  facilities  financed  outside  a  State's  volume  limitation. — 
The  Act  clarifies  that  the  determination  of  whether  facilities  form- 
ing a  part  of  an  airport,  dock,  wharf,  mass  commuting  facility,  or 
trade  or  convention  center  may  be  financed  outside  a  State's 
volume  limitation  is  to  be  made  on  a  property-by-property  basis 
rather  than  by  reference  to  the  entire  airport  or  other  excepted  fa- 
cility. Under  the  Act,  all  property  to  be  financed  pursuant  to  this 
exception  must  be  owned  by  or  on  behalf  of  a  governmental  unit. 
Therefore,  property  financed  with  the  so-called  "insubstantial  por- 
tion" of  bond  proceeds  that  otherwise  could  be  used  for  a  purpose 
other  than  the  governmental  purpose  for  which  the  bonds  are 
issued  also  must  be  governmentally  owned. 

Designation  of  carryforward  projects. — Congress  wished  to  clarify 
statements  included  in  the  legislative  history  accompanying  the 
1984  Act  concerning  the  designation  of  projects  for  which  an  elec- 
tion was  made  to  carryforward  annual  private  activity  bond 
volume  authority  under  prior  law.  That  legislative  history,  in  ex- 
plaining the  authority  of  the  Treasury  Department  to  require  spe- 
cific identification  of  all  projects  for  which  an  issuer  made  a  carry- 
forward election,  included  a  specific  street  address  as  information 
Treasury  might  require  in  the  notice  of  election.  (Temporary  Treas- 
ury regulations  on  that  provision  required  a  specific  address  for  all 
elections  with  respect  to  exempt-activity  IDBs.) 

Congress  intended  that,  in  the  case  of  solid  waste  disposal  facili- 
ties (described  in  former  sec.  103(b)(4)(E))  that  would  process  solid 
waste  from  all  residents  of  the  issuing  governmental  unit.  Treasury 
will  waive  the  requirement  of  a  specific  street  address  for  elective 
carryforwards  for  projects  involving  such  facilities.  On  the  other 
hand,  in  the  case  of  facilities  such  as  air  or  water  pollution  control 
facilities,  and  other  facilities  financed  with  exempt-activity  IDBs 
that  were  identified  more  specifically  with  a  limited  group  of  users 
or  more  than  one  of  which  might  have  been  financed  within  the 
jurisdiction  of  the  issuing  governmental  unit,  a  specific  street  ad- 
dress was  appropriately  required  when  the  carrj^orward  election 
was  made. 

Authority  to  allocate  a  State's  volume  limitation  directly  to  issu- 
ing authorities  other  than  governmental  units. — The  Act  clarifies 
that  a  State  may  allocate  its  private  activity  bond  volume  limita- 
tion directly  to  issuing  authorities  within  the  State  that  are  not 
governmental  units  as  well  as  to  such  governmental  units.  This 
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clarification  applies  to  allocations  pursuant  to  gubernatorial  procla- 
mations and  also  to  allocations  pursuant  to  State  statutes. 

Reporting  requirement  for  allocations  of  volume  limitations. — The 
Act  clarifies  the  authority  of  the  Treasury  Department  to  require 
reports  on  allocations  of  State  volume  limitations  as  part  of  the 
presently  required  information  reporting  (sec.  103(1)). 

Prohibition  on  Federal  guarantees 

The  Act  provides  transitional  relief  for  a  convention  center  (Car- 
bondale,  Illinois)  to  be  financed  with  bonds  for  which  the  Farmers 
Home  Administration  had  authorized  a  Federal  guarantee  before 
enactment  of  the  Act. 

The  Act  also  provides  transitional  exceptions  for  a  limited 
amount  of  bonds  for  five  solid  waste  disposal  facilities.  Bonds  for 
these  facilities  are  indirectly  Federally  guaranteed  as  a  result  of 
the  anticipated  purchase  by  the  Federal  Government  under  con- 
tract of  more  than  an  insignificant  portion  of  the  output  of  the  fa- 
cilities. Expenditures  were  made  with  respect  to  each  facility 
before  October  19,  1983. 

Additional  arbitrage  restrictions  for  most  IDBs  and  student  loan 
bonds 

The  Act  corrects  a  reference  to  a  resource  recovery  project  of 
Essex  County,  New  Jersey,  contained  in  a  transitional  exception  to 
the  additional  arbitrage  restrictions  for  most  IDBs.  Additionally, 
the  Act  clarifies  the  application  of  an  exception  for  refundings  of 
student  loan  bonds  in  the  case  of  a  series  of  refundings,  and  ex- 
pands a  transitional  rule  included  in  the  Act  for  a  Muskogee,  Okla- 
homa project  to  include  a  limited  exception  from  the  arbitrage 
rebate  rules  for  IDBs. 

$40  million  limit  on  small-issue  IDBs 

The  Act  permits  small-issue  IDBs  to  be  refunded  to  reduce  the 
interest  rate  on  the  borrowing  even  though  a  beneficiary  of  the 
bonds  benefits  from  more  than  $40  million  in  tax-exempt  financing. 
Small-issue  IDBs  may  be  refunded  in  such  cases  only  if  (1)  the  ma- 
turity of  the  refunded  bonds  is  not  extended;  (2)  the  amount  of  the 
refunding  bonds  does  not  exceed  the  outstanding  amount  of  the  re- 
funded bonds;  (3)  the  interest  rate  on  the  refunding  bonds  is  lower 
than  the  rate  on  the  refunded  bonds;  and  (4)  the  refunded  bonds 
are  redeemed  no  later  than  30  days  after  issuance  of  the  refunding 
bonds  (i.e.,  called  so  that  no  interest  accrues  on  the  refunded  bonds 
after  such  time). 

Consumer  loan  bonds 

The  Act  retitles  consumer  loan  bonds  "private  loan  bonds"  to  re- 
flect the  fact  that,  under  that  provision  of  the  Act,  all  bonds  issued 
to  finance  loans  to  nonexempt  persons  are  subject  to  this  restric- 
tion unless  a  specific  exception  is  provided  in  the  Code  (e.g.,  the  ex- 
ceptions for  IDBs,  mortgage  revenue  bonds,  qualified  student  loan 
bonds,  and  certain  bonds  to  finance  assessments  or  taxes  of  general 
application  for  an  essential  governmental  function).  This  provision 
does  not  amend  the  substantive  scope  of  the  restriction,  as  enacted 
in  1984. 
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A  transitional  exception  is  provided  for  bonds  issued  before  1985 
for  the  White  Pine,  Nevada  power  project,  with  respect  to  which 
indirect  loans  to  nonexempt  persons  will  be  made  through  con- 
tracts providing  the  persons  with  a  significant  portion  of  the 
output  of  the  facilities.  Additional  transitional  exceptions  are  pro- 
vided for  (1)  certain  bonds  for  the  Mead-Phoenix  power  project  for 
which  other  transitional  relief  was  provided  in  the  Act;  and  (2)  up 
to  $27  million  of  bonds  for  the  City  of  Baltimore,  Maryland,  to  fi- 
nance advances  made  by  that  City  on  or  before  October  19,  1983, 
pursuant  to  a  voter  referendum  held  before  November  3,  1982,  and 
(3)  for  certain  bonds  issued  by  the  Eastern  Maine  Electric  Coopera- 
tive with  respect  to  Project  No.  6,  a  joint  venture  with  the  Massa- 
chusetts Municipal  Wholesale  Electric  Company. 

Application  of  certain  Internal  Revenue  Code  requirements  to  bonds 
exempt  from  tax  pursuant  to  other  provisions  of  law 

The  Act  clarifies  that  bonds  issued  pursuant  to  provisions  of  law 
other  than  the  Code  (non-Code  bonds)  must  be  issued  in  registered 
form.  Additionally,  the  Act  clarifies  that  the  private  (consumer) 
loan  bond  restriction  applies  to  non-Code  bonds.  These  clarifica- 
tions are  effective  for  bonds  issued  after  March  28,  1985. 

Exception  for  small-issue  IDB  principal  user  rule 

The  Act  provides  an  exception  from  the  small-issue  IDB  size  limi- 
tations for  specified  amounts  of  bonds  for  certain  specified  electric 
generating  facilities  output  from  which  will  be  sold  to  a  nongovern- 
mental person  pursuant  to  agreements  in  accordance  with  the 
Public  Utilities  Regulatory  Policies  Act  of  1978  (PURPA).  But  for 
the  amendment,  the  purchasers  of  power  under  these  PURPA 
agreements  would  be  treated  as  principal  users  of  the  facilities. 

Effective  dates 

The  Act  clarifies  the  private  activity  bond  provisions  to  which 
the  effective  dates  provided  in  1984  Act  section  631(cXl)  apply. 
These  provisions  are  (1)  the  prohibition  on  Federal  guarantees  (Act 
sec.  622);  (2)  the  aggregate  limit  for  small  issue  bonds  (Act  sec.  623); 
(3)  the  restrictions  on  financing  land,  existing  facilities,  and  certain 
specified  facilities  (Act  sec.  627);  (4)  the  rules  relating  to  aggrega- 
tion of  certain  related  facilities,  the  definition  of  substantial  user, 
and  mixed  use  residential  rental  property  (Act  sees.  628(c),  (d),  and 
(e));  (5)  the  option  for  student  loan  bond  authorities  to  issue  taxable 
bonds  (Act  sec.  625(c));  (6)  the  public  approval  requirements  for  cer- 
tain airports  (Act  sec.  628(f));  and  (7)  the  authorization  of  tax- 
exempt  financing  for  acquisition  of  a  bankrupt  railroad  (Act  sec. 
629(b)). 

The  Act  clarifies  that  the  transitional  exceptions  contained  in 
1984  Act  section  631(c)(3)  apply  only  in  the  case  of  certain  of  the 
provisions  enumerated  in  section  631(c)(1),  as  amended. 

The  Act  further  clarifies  that  the  exception  for  obligations  to  fi- 
nance facilities  the  construction,  reconstruction,  or  rehabilitation 
of  which  was  begun  before  October  19,  1983,  applies  only  if  the  con- 
struction, reconstruction,  or  rehabilitation  was  completed  on  or 
after  that  date.  Similarly,  the  exception  for  obligations  issued  to  fi- 
nance facilities  with  respect  to  which  a  binding  contract  to  incur 
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significant  expenditures  for  construction,  reconstruction,  rehabili- 
tation, or  acquisition  was  entered  into  before  October  19,  1983,  ap- 
plies only  if  some  of  the  expenditures  are  incurred  on  or  after  that 
date.  For  purposes  of  the  binding  contract  rule,  payments  under  an 
installment  payment  agreement  are  incurred  no  later  than  the 
date  on  which  the  property  that  is  the  subject  of  the  agreement  is 
delivered  rather  than  on  the  due  date  of  each  installment. 

The  two  clarifications  to  these  transitional  exceptions  requiring 
activity  (e.g.  construction)  or  expenditures  after  October  18,  1983, 
apply  to  obligations  issued  after  March  28,  1985;  however,  no  infer- 
ence is  intended  that  the  same  rules,  do  not  apply  to  obligations 
issued  on  or  before  that  date. 

The  Act  clarifies  that,  subject  to  transitional  exceptions,  the  pro- 
hibition on  tax-exempt  financing  for  health  clubs  applies  to  obliga- 
tions issued  after  April  12,  1984  (rather  than  December  31,  1983). 

Further,  the  Act  provides  that  the  private  loan  bond  restriction 
of  the  Act  does  not  apply  to  tax-increment  financing  bonds  issued 
before  August  16,  1986.  Tax-increment  financing  bonds  eligible  for 
this  exception  are  bonds  substantially  all  of  the  proceeds  of  which 
are  to  be  used  to  finance — 

(1)  sewer,  street  lighting,  or  other  governmental  improve- 
ments to  real  property, 

(2)  the  acquisition  of  any  interest  in  real  property  pursuant 
to  the  exercise  of  eminent  domain  (or  the  threat  thereof),  the 
preparation  of  such  property  for  new  use,  or  the  transfer  of 
such  interest  to  a  private  developer,  or 

(3)  payments  of  reasonable  relocation  costs  of  prior  users  of 
such  real  property. 

All  of  these  activities  must  be  carried  out  pursuant  to  a  redevel- 
opment plan  adopted  before  the  bonds  are  issued  by  the  governing 
body  of  the  general  governmental  unit  in  which  the  real  property 
being  redeveloped  is  located.  Repayment  of  the  bonds  must  be  se- 
cured by  pledges  of  that  portion  of  any  increase  in  real  property 
tax  revenues  (or  their  equivalent)  attributable  to  the  redevelop- 
ment resulting  from  the  issue.  (The  fact  that  a  governmental  unit 
may  pledge  its  full  faith  and  credit  in  addition  to  incremental  prop- 
erty tax  revenues  does  not  violate  this  requirement.)  Also,  no  facili- 
ties located  (or  to  be  located)  on  land  acquired  with  tax-increment 
financing  bond  proceeds  may  be  subject  to  a  real  property  or  other 
tax  based  on  a  rate  or  valuation  method  which  differs  from  the 
rate  and  valuation  method  applicable  to  any  other  similar  property 
located  in  the  general  governmental  unit  in  which  the  real  proper- 
ty being  redeveloped  is  located.  (The  fact  that  property  located  in 
different  tax  assessment  districts  is  subject  to  different  assessments 
does  not  violate  this  restriction  as  long  as  no  special  assessments 
are  levied  with  regard  to  the  redevelopment  activities.) 


G.  Technical  Corrections  to  Miscellaneous  Tax  Provisions 

1.  Miscellaneous  corporate  provision  (sec.  1875(b)  of  the  Act  and 
sec.  304  of  the  Code) 

Prior  Law 

Under  prior  law,  if  a  shareholder  of  a  50-percent  owned  corpora- 
tion transfers  stock  of  that  corporation  to  another  50-percent 
owned  corporation  in  exchange  for  property,  the  transaction  is 
treated  as  a  redemption  of  the  shareholders'  stock  in  the  acquiring 
corporation.  The  transferred  stock  is  considered  to  have  been  trans- 
ferred by  the  shareholders  as  a  contribution  to  capital  of  the  ac- 
quiring corporation,  and  its  basis  is  equal  to  the  transferor's  basis 
increased  by  any  gain  recognized  to  the  transferor  (sec.  362(a)). 

Explanation  of  Provision 

The  Act  provides  that  the  contribution  to  capital  rule  will  not 
apply  if  the  shareholder  is  treated  as  having  exchanged  its  stock 
(under  sec.  302(a)).  Thus,  where  section  302(a)  applies,  the  acquiring 
corporation  will  be  treated  as  purchasing  the  stock,  for  example, 
for  purposes  of  section  338.  The  amendment  is  not  intended  to 
change  the  prior  law  treatment  of  the  shareholder  (including  the 
shareholder's  basis  in  the  stock  of  the  acquiring  corporation). 

2.  Miscellaneous  pension  provisions  (sees.  1875(c)  and  1879(g)  of 
the  Act,  sec.  713  of  DEFRA,  and  sees.  62,  219,  401(k),  402,  404, 
408,  and  3405  of  the  Code) 

Prior  Law 
Rollovers 

Under  prior  law,  as  in  effect  before  the  Tax  Equity  and  Fiscal 
Responsibility  Act  of  1982  (TEFRA),  a  10-percent  additional  income 
tax  applied  to  distributions  before  age  59  Va,  death,  or  disability 
from  a  qualified  plan  to  an  owner-employee  (a  sole  proprietor  who 
owned  the  entire  interest  in  an  unincorporated  trade  or  business  or 
a  partner  who  owned  more  than  10  percent  of  a  partnership). 
TEFRA  extended  this  additional  income  tax  to  such  early  with- 
drawals by  key  employees  (sec.  416(i)).  TEFRA  did  not,  however, 
provide  a  conforming  amendment  to  prevent  avoidance  of  the  tax 
through  a  tax-free  rollover  by  a  key  employee  to  a  plan  in  which 
the  individual  was  not  a  key  employee. 

The  Deficit  Reduction  Act  of  1984  (DEFRA)  provided  a  conform- 
ing amendment  to  prohibit  rollovers  by  key  employees  to  plans  for 
which  the  additional  tax  on  early  withdrawals  was  inapplicable. 
However,  DEFRA  also  amended  the  additional  tax  on  early  with- 
drawals to  apply  to  individuals  who  are  5-percent  owners  of  the 
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employer,  whether  or  not  those  individuals  are  key  employees. 
Thus,  after  DEFRA,  there  continued  to  be  a  discrepancy  between 
the  class  of  individuals  to  whom  the  additional  tax  on  early  with- 
drawals applied  (i.e.,  5-percent  owners)  and  the  class  of  individuals 
for  whom  rollovers  were  restricted  (i.e.,  key  employees). 

Excess  contributions 

Under  prior  law,  contributions  made  to  a  qualified  plan  on 
behalf  of  a  self-employed  individual  in  excess  of  the  amount  deduct- 
ible for  the  taxable  year  were  subject  to  an  excise  tax,  unless  the 
excess  was  withdrawn  before  the  due  date  of  the  tax  return. 
DEFRA  repealed  this  tax  on  excess  contributions  and  the  provision 
relating  to  the  return  of  excess  contributions,  effective  for  taxable 
years  beginning  after  December  31,  1983. 

Deduction  limits  for  self-employed  individuals 

Generally,  effective  for  years  beginning  after  December  31,  1983, 
TEFRA  revised  the  definition  of  earned  income  so  that  the  amount 
taken  into  account  as  the  earned  income  of  a  self-employed  individ- 
ual corresponds  to  the  amount  of  compensation  of  a  common-law 
employee.  Under  TEFRA,  in  applying  the  rules  relating  to  deduc- 
tions and  limitations  under  qualified  plans,  the  earned  income  of  a 
self-employed  individual  was  computed  after  taking  into  account 
contributions  by  the  employer  to  a  qualified  plan  to  the  extent  a 
deduction  is  allowed  for  the  contributions.  This  provision  was  not 
intended  to  apply  for  purposes  of  determining  whether  contribu- 
tions made  on  behalf  of  a  self-employed  individual  were  ordinary 
and  necessary  business  expenses. 

IRAs,  SEPs 

TEFRA  generally  increased  the  overall  limits  on  contributions 
and  benefits  for  self-employed  individuals  to  conform  to  the  gener- 
ally applicable  limits  under  qualified  plans. 

Limits 

Generally,  effective  for  years  ending  after  July  1,  1982,  TEFRA 
reduced  the  limits  on  contributions  and  benefits  under  qualified 
plans,  tax-sheltered  annuity  programs,  and  simplified  employee 
pensions  (SEPs).  TEFRA  also  provided  rules  for  calculating  the 
dollar  limits  applicable  to  alternate  forms  of  benefits,  benefits  com- 
mencing prior  to  age  62,  and  benefits  commencing  after  age  65.  In 
calculating  employer  contributions  required  to  fund  benefit 
amounts  not  in  excess  of  those  limits  (and  deductions  for  those  con- 
tributions), TEFRA  provided  that  anticipated  cost-of-living  in- 
creases are  not  taken  into  account. 

Pension  withholding 

Under  prior  and  present  law,  payors  generally  are  required  to 
withhold  tax  from  a  designated  distribution  (the  taxable  part  of  a 
payment  made  from  or  under  a  pension,  profit-sharing,  stock 
bonus,  or  annuity  plan,  an  IRA,  a  commercial  annuity,  or  certain 
deferred  compensation  plans),  unless  the  recipient  elects  not  to 
have  withholding  apply.  The  withholding  rules  do  not  apply  to  cer- 
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tain  distributions,  such  as  those  distributions  that  are  otherwise 
considered  wages. 

Contributions  on  behalf  of  disabled  individuals 

TEFRA  permitted  an  employer  to  elect  to  continue  making  de- 
ductible contributions  to  a  profit-sharing  or  stock  bonus  plan  on 
behalf  of  a  permanently  and  totally  disabled  employee  who  has 
separated  from  service.  A  similar  rule  does  not  apply  for  contribu- 
tions to  a  money  purchase  pension  plan. 

Explanation  of  Provisions 
Rollovers 

The  Act  coordinates  the  rules  relating  to  qualifying  rollover  dis- 
tributions (sees.  402(a)(5)(F)(ii)  and  408(d)(3))  with  those  applicable 
to  the  additional  income  tax  on  early  withdrawals.  Distributions 
made  after  October  22,  1986  to  or  on  behalf  of  an  individual  who  is 
a  5-percent  owner  at  the  time  of  distribution  may  not  be  rolled 
over  to  a  qualified  plan.  The  act  defines  a  5-percent  owner  for  this 
purpose  as  any  individual  who  is  a  5-percent  owner  (as  defined  in 
sec.  416(i)(l)(B))  at  any  time  during  the  five  plan  years  preceding 
the  plan  year  in  which  the  distribution  is  made. 

The  Act  provides  that  distributions  after  December  31,  1983,  but 
on  or  before  July  18,  1984,  may  not  be  rolled  over  to  a  qualified 
plan  if  any  part  of  the  distribution  is  attributable  to  contributions 
made  on  behalf  of  an  owner-employee.  In  addition,  distributions  to 
a  5-percent  owner  (as  defined  above)  made  after  July  18,  1984,  but 
on  or  before  October  22,  1986,  may  not  be  rolled  over  to  a  qualified 
plan  if  any  part  of  the  distribution  is  attributable  to  contributions 
made  on  behalf  of  an  employee  while  a  key  employee  in  a  top- 
heavy  plan. 

See,  however,  the  provisions  of  the  Act  relating  to  the  extension 
of  the  additional  income  tax  to  all  participants  under  tax-favored 
retirement  arrangements.  For  years  beginning  on  or  after  the  ef- 
fective date  of  those  provisions,  the  restrictions  on  rollovers  are  re- 
pealed as  deadwood  because  the  additional  tax  on  early  withdraw- 
als would  apply  to  distributions  from  any  plan  without  regard  to 
the  recipient's  status  as  a  5-percent  owner  with  respect  to  the  plan 
making  the  distribution. 

Excess  contributions 

The  Act  makes  it  clear  that  the  repeal  by  DEFRA  of  the  rule  re- 
lating to  the  return  of  excess  contributions  made  on  behalf  of  a 
self-employed  individual  applies  with  respect  to  contributions  made 
in  taxable  years  beginning  after  December  31,  1983. 

Deduction  limits  for  self-employed  individuals 

The  Act  makes  it  clear  that  the  DEFRA  amendment  to  the  defi- 
nition of  earned  income  did  not  change  the  TEFRA  definition  of 
earned  income  for  purposes  of  the  15-  or  25-percent  limits  on  deduc- 
tions (sec.  404).  Rather,  the  change  permitting  earned  income  of  a 
self-employed  individual  to  be  determined  without  regard  to  the  de- 
ductions allowable  for  contributions  to  a  qualified  plan  is  to  apply 
solely  for  purposes  of  determining  the  extent  to  which  contribu- 
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tions  made  to  a  qualified  plan  are  ordinary  and  necessary  business 
expenses  for  purposes  of  the  deduction  rules  (sec.  404(a)(8)(C)). 

This  provision  is  effective  as  if  enacted  in  TEFRA.  The  DEFRA 
amendment,  which  had  the  effect  of  increasing  the  amount  deducti- 
ble on  behalf  of  a  self-employed  individual  to  15  or  25  percent  of 
earned  income  before  reduction  for  contributions  to  the  plan  on 
behalf  of  the  self-employed  individual,  rather  than  15  or  25  percent 
of  earned  income  after  reduction  for  contributions  to  the  plan  on 
behalf  of  the  self-employed  individual,  is  repealed,  effective  for  tax- 
able years  beginning  after  December  31,  1984. 

The  Act  also  clarifies  that  the  deduction  available  to  a  self-em- 
ployed individual  for  contributions  to  a  qualified  plan  is  not  neces- 
sarily limited  to  the  cost  of  actual  benefits  provided  for,  or  alloca- 
tions to,  the  individual.  Rather,  subject  to  the  usual  deduction  rules 
(sec.  404),  a  self-employed  individual  is  permitted  to  deduct  such  in- 
dividual's allocable  share  of  contributions  to  a  qualified  plan.  This 
clarification  is  effective  as  if  enacted  in  TEFRA. 

IRAs,  SEPs 

The  Act  conforms  the  limits  on  certain  distributions  of  excess 
IRA  contributions  and  the  limits  on  employer  contributions  on 
behalf  of  certain  officers,  shareholders,  or  owner  employees  to 
SEPs  to  the  dollar  limit  on  annual  additions  to  a  qualified  defined 
contribution  plan.  This  provision  is  effective  as  if  enacted  in 
TEFRA. 

Limits 

The  Act  makes  it  clear  that  the  rule  precluding  deductions  based 
on  anticipated  cost-of-living  adjustments  to  the  benefit  limits  ap- 
plies to  limit  benefits  payable  as  a  single  life  annuity  commencing 
at  age  62,  as  well  as  benefits  paid  in  alternate  forms,  those  com- 
mencing prior  to  age  62,  and  those  commencing  after  age  65. 

Pension  withholding 

The  Act  includes  distributions  of  dividends  for  which  the  employ- 
er is  permitted  a  deduction  (sec.  404(k))  in  the  list  of  distributions 
to  which  the  withholding  rules  do  not  apply. 

Contributions  on  behalf  of  disabled  individuals 

The  Act  provides  that  deductible  contributions  may  be  continued 
on  behalf  of  a  permanently  and  totally  disabled  employee  to  any 
defined  contribution  plan,  including  a  money  purchase  pension 
plan. 

3,  Effective  date  of  provision  relating  to  interest  on  tentative  car- 
rybacks and  refund  adjustments  (sec.  1875(c)  of  the  Act,  sec. 
6611(f)  of  the  Code  and  sec.  714(n)(2)  of  the  1984  Act) 

Prior  Law 

The  1984  Act  provided  that,  for  purposes  of  computing  interest 
on  refunds  arising  from  net  operating  loss  carrybacks  where  a  ten- 
tative adjustment  claim  is  filed,  the  refund  is  treated  as  filed  on 
the  date  that  the  tentative  adjustment  claim  is  filed.  Prior  to  this 
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amendment,  some  taxpayers  filed  an  amended  return  claiming  a 
refund  based  on  a  carryback,  waited  until  the  expiration  of  the  45- 
day  period  within  which,  if  a  refund  is  made,  no  interest  is  paid, 
and  then  filed  for  a  tentative  adjustment,  which  provides  for  rapid 
payment.  These  taxpayers  consequently  defeated  the  intent  of  the 
interest  rules  relating  to  tentative  adjustments  by  obtaining  inter- 
est on  the  tentative  adjustment  relating  back  to  the  due  date  of  the 
return  for  the  year  of  the  loss.  The  provision  of  the  1984  Act  that 
prevented  this  misapplication  of  the  intended  rules  relating  to  the 
payment  of  interest  was  added  to  the  Act  in  conference  and  was 
effective  as  if  it  were  included  in  the  Tax  Equity  and  Fiscal  Re- 
sponsibility Act  of  1982. 

Explanation  of  Provision 

The  Act  provides  that  the  provision  of  the  1984  Act  (sec. 
714(n)(2))  relating  to  interest  on  tentative  carrybacks  and  refund 
adjustments  is  effective  only  with  respect  to  applications  filed  after 
July  18,  1984. 

4.  Foreign  Sales  Corporations 

a.  Treatment  of  income  that  a  FSC  earns  without  using  adminis- 
trative pricing  rules  (sec.  1876(a)(1)  of  the  Act  and  sec.  927  of 
the  Code) 

Prior  Law 

In  general,  the  1984  Act  exempts  a  fraction  of  the  foreign  trade 
income  of  a  Foreign  Sales  Corporation  (FSC)  from  tax.  The  fraction 
is  15/23  if  the  FSC  uses  an  administrative  pricing  rule  to  deter- 
mine its  income  (16/23  if  the  FSC  shareholder  is  not  a  corporation). 
The  1984  Act  generally  denies  foreign  tax  credits  for  taxes  imposed 
on  foreign  trade  income,  but  allows  a  100-percent  dividends  re- 
ceived deduction  for  dividends  distributed  out  of  earnings  and  prof- 
its of  a  FSC  that  are  attributable  to  that  income. 

Different  rules  apply,  however,  when  a  FSC  does  not  use  the 
Act's  administrative  pricing  rules.  Then,  a  fraction  (generally  30  or 
32  percent)  of  the  FSC's  foreign  trade  income  is  exempt  from  U.S. 
tax,  and  the  balance  (70  or  68  percent)  is  so-called  "section  923(a)(2) 
non-exempt  income."  In  general,  this  section  923(a)(2)  non-exempt 
income  is  subject  to  one  of  three  sets  of  pre-existing  rules  govern- 
ing income  of  foreign  corporations  generally.  First,  it  may  be  tax- 
able currently  to  the  FS(I)  as  income  effectively  connected  with  a 
U.S.  trade  or  business.  Second,  it  may  be  taxable  to  the  FSC's  U.S. 
shareholders  under  the  anti-avoidance  rules  of  subpart  F.  Third,  it 
may  be  exempt  from  current  taxation,  and  taxable  only  on  repatri- 
ation to  U.S.  shareholders. 

The  1984  Act  makes  this  section  923(a)(2)  non-exempt  income  in- 
eligible for  some  treatment  that  it  applies  to  other  foreign  trade 
income.  For  instance,  foreign  taxes  on  this  income  may  be  credita- 
ble, but  distributions  out  of  earnings  and  profits  attributable  to 
this  income  are  not  eligible  for  the  100-percent  dividends  received 
deduction. 
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Explanation  of  Provision 

The  Act  conforms  the  treatment  of  effectively  connected  foreign 
trade  income  that  a  FSC  earns  without  administrative  pricing  rules 
(effectively  connected  section  923(a)(2)  non-exempt  income)  to  that 
of  other  effectively  connected  foreign  trade  income.  Taxes  on  that 
income  are  not  creditable,  but  the  Act  allows  a  100-percent  divi- 
dends received  deduction  for  dividends  distributed  out  of  earnings 
and  profits  of  a  FSC  that  are  attributable  to  that  income.  That  is, 
this  income  will  be  subject  to  full  U.S.  tax  at  the  FSC  level,  but  not 
again  at  the  shareholder  level. 

b.  Treatment  of  foreign  trade  income  under  section  1248  (sec. 

1876(a)(2)  of  the  Act  and  sec.  1248(d)(6)  of  the  Code) 

Prior  Law 

Section  1248  treats  gain  realized  by  certain  U.S.  persons  on  the 
disposition  of  stock  in  a  foreign  corporation  as  ordinary  income  to 
the  extent  of  allocable  earnings  and  profits.  The  1984  Act  excluded 
all  FSC  earnings  and  profits  attributable  to  foreign  trade  income 
from  ordinary  income  treatment  under  section  1248,  whether  or 
not  those  earnings  would  have  been  eligible  for  the  100  percent 
dividends  received  deduction  had  the  FSC  distributed  them. 

Explanation  of  Provision 

The  1986  Act  refines  the  1984  Act's  restriction  of  section  1248  or- 
dinary income  treatment  on  disposition  of  FSC  shares.  It  provides 
that  FSC  earnings  and  profits  that  would  be  taxable  on  a  distribu- 
tion are  subject  to  ordinary  income  treatment  under  section  1248. 

c.  Clarification  of  corporate  preference  cutbacks  (sec.  1876  (b) 

and  (i)  of  the  Act  and  sees.  291,  923,  and  995  of  the  Code) 

Prior  Law 

Prior  law  provided  and  present  law  provides  for  a  reduction  in 
certain  corporate  tax  preferences.  The  1984  Act,  in  extending  this 
reduction  of  corporate  preferences,  sought  to  reduce  the  exempt 
portion  of  the  foreign  trade  income  of  a  FSC  by  1/17  if  the  share- 
holder of  the  FSC  is  a  corporation.  The  statute  indicates  that  the 
cutback  applies  "with  respect  to"  the  corporate  shareholder  of  the 
FSC.  Congress  intended  that  the  cutback  apply  at  the  FSC  level, 
which  would  reduce  the  portion  of  the  FSC's  foreign  trade  income 
that  is  exempt  from  tax  at  that  level. 

Prior  law  provided  and  present  law  provides  a  similar  reduction 
in  benefits  in  the  case  of  deferred  DISC  income.  A  shareholder  of  a 
DISC  was  treated  as  having  received  a  distribution  taxable  as  a 
dividend  equal  to  1/17  of  the  excess  of  the  taxable  income  of  the 
DISC  over  certain  other  deemed  distributions.  The  reduction  in 
benefits  applied  whether  or  not  the  shareholder  of  the  DISC  was  a 
corporation.  Congress  intended  to  limit  this  cutback  to  cases  where 
the  shareholder  of  the  DISC  is  a  corporation. 

Congress  intended  that  the  amount  of  deemed  DISC  distribution 
attributable  to  international  boycott  activities  be  computed  by  mul- 
tiplying 16/17  of  the  excess  taxable  income  by  the  international 
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boycott  factor.  Prior  law  erroneously  indicated  that  the  deemed  dis- 
tribution was  computed  by  multiplying  1/17  of  the  excess  taxable 
income  by  the  international  boycott  factor. 

Explanation  of  Provision 

The  Act  clarifies  that  the  FSC  preference  cutback  applies  with 
respect  to  the  FSC,  rather  than  the  corporate  shareholder  of  the 
FSC.  The  exempt  portion  of  foreign  trade  income  is  reduced  from 
32  to  30  percent  in  cases  in  which  income  is  determined  without 
regard  to  the  administrative  pricing  rules,  and  from  16/23  to  15/23 
in  cases  in  which  income  is  determined  under  the  administrative 
pricing  rules.  The  Act  also  provides  that  the  portion  of  foreign 
trade  income  that  is  exempt  will  be  adjusted,  under  regulations,  to 
take  into  account  any  shareholders  that  are  not  C  corporations  for 
whom  there  is  no  preference  cutback. 

The  Act  also  clarifies  that  the  deemed  distribution  of  1/17  of  the 
excess  taxable  income  of  the  DISC  applies  only  in  the  case  of  a 
shareholder  which  is  a  C  corporation.  Neither  the  FSC  nor  the 
DISC  corporate  preference  cutback  applies  when  an  S  corporation 
is  the  shareholder. 

In  addition,  the  Act  corrects  the  method  for  computing  the 
amount  of  the  deemed  distribution  attributable  to  international 
boycott  activities.  This  amount  is  computed  by  multiplying  16/17  of 
the  excess  taxable  income  by  the  international  boycott  factor. 

d.  Treatment   of  foreign   trade   income   under   subpart   F   (sec. 

1876(c)  of  the  Act  and  sees.  951  and  952  of  the  Code) 

Prior  Law 

The  1984  Act  contains  a  sentence  designed  to  prevent  sharehold- 
er level  taxation  under  Subpart  F's  anti-avoidance  rules  of  income 
already  taxed  at  the  FSC  level.  That  sentence  appears  in  a  Code 
provision  designed  to  prevent  shareholder  level  taxation  of  earn- 
ings and  profits  attributable  to  most  foreign  trade  income,  whether 
or  not  taxed  at  the  FSC  level. 

Explanation  of  Provision 

The  Act  makes  it  clear  that  there  is  to  be  no  shareholder  level 
taxation  under  Subpart  F's  anti-avoidance  rules  of  income  already 
taxed  at  the  FSC  level. 

e.  Dividends  received  deduction  for  certain  distributions  from  a 

FSC  (sees.  1876(d)(1)  and  1876(j)  of  the  Act  and  sec.  245  of 
the  Code) 

Prior  Law 

Prior  law  allowed  an  85-percent  dividends  received  deduction  for 
dividends  received  from  a  foreign  corporation  if  half  or  more  of  the 
foreign  corporation's  gross  income  (over  a  3-year  period)  was  effec- 
tively connected  with  the  conduct  of  a  U.S.  trade  or  business. 
Present  law  allows  a  somewhat  similar  80-percent  dividends  re- 
ceived deduction.  These  deductions  generally  apply,  on  a  pro  rata 
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basis,  to  the  extent  that  the  foreign  corporation's  gross  income  is 
effectively  connected  income. 

The  1984  Act  treats  all  interest,  dividends,  royalties,  and  other 
investment  income  received  or  accrued  by  a  FSC  as  income  effec- 
tively connected  with  a  trade  or  business  conducted  through  a  per- 
manent establishment  in  the  United  States.  If  enough  of  a  FSC's 
income  was  effectively  connected,  the  FSC  would  have  met  the  50- 
percent  of  gross  income  test  that  would  have  qualified  its  U.S.  cor- 
porate shareholders  for  the  85-percent  dividends  received  deduction 
for  dividends  attributable  to  this  passive  income.  If  the  FSC  did  not 
meet  the  50-percent  of  gross  income  test,  however,  then  none  of  its 
dividends  attributable  to  passive  income  could  qualify  for  the  85- 
percent  dividends  received  deduction.  Whether  the  FSC  met  the  50- 
percent  of  gross  income  test  depended  on  a  number  of  factors. 

The  1984  Act  also  provides  a  100-percent  dividends  received  de- 
duction for  distributions  out  of  earnings  and  profits  attributable  to 
foreign  trade  income  of  a  FSC  other  than  section  923(a)(2)  non- 
exempt  income. 

Explanation  of  Provision 

In  general,  the  Act  provides  an  85-percent  dividends  received  de- 
duction for  any  dividend  received  by  a  U.S.  corporation  from  a  FSC 
that  is  distributed  out  of  earnings  and  profits  attributable  to 
"qualified  interest  and  carrying  charges."  A  technical  correction 
will  be  needed  to  reduce  the  amount  of  this  deduction  to  80  percent 
to  reflect  the  policy  of  section  611  of  the  Act,  which  reduces  the 
corporate  dividends  received  deduction  generally  from  85  percent 
to  80  percent.  Qualified  interest  and  carrying  charges  mean  inter- 
est or  carrying  charges  derived  from  a  transaction  that  results  in 
foreign  trade  income.  Passive  income  that  is  not  directly  related  to 
foreign  trade  income  is  not  eligible  for  this  treatment. 

In  addition,  the  Act  specifies  that  gross  income  giving  rise  to 
earnings  and  profits  attributable  to  foreign  trade  income  or  to 
qualified  interest  and  carrying  charges  of  a  FSC  will  not  be  taken 
into  account  for  purposes  of  calculating  a  dividends  received  deduc- 
tion under  the  general  rules  (with  respect  to  other  income  of  the 
FSC).  Thus,  for  example,  such  income  will  not  be  taken  into  ac- 
count in  determining  whether  a  dividend  attributable  to  such  other 
income  allows  a  dividends  received  deduction. 

f.  Separate  foreign  tax  credit  limitation  for  FSC  income  (sec. 
1876(d)(2)  of  the  act  and  sec.  904  of  the  code) 

Prior  Law 

Distributions  from  a  FSC  or  former  FSC  out  of  earnings  and 
profits  attributable  to  foreign  trade  income  are'  subject  to  a  sepa- 
rate foreign  tax  credit  limitation. 

Explanation  of  Provision 

Under  the  Act,  distributions  from  a  FSC  or  former  FSC  out  of 
earnings  and  profits  attributable  to  foreign  trade  income  or  quali- 
fying interest  and  carrying  charges  are  subject  to  a  separate  for- 
eign tax  credit  limitation.  The  purpose  of  this  provision  is  to  pre- 


182 

vent  this  income  from  absorbing  foreign  tax  credits  from  other 
income,  and  to  prevent  other  income  from  absorbing  foreign  tax 
credits  (if  any  are  allowable)  on  this  income. 

g.  Coordination  of  foreign  tax  credit  for  foreign  corporations  and 
deemed  paid  credit  (sec.  1876(d)(3)  of  the  Act  and  sees.  902 
and  906  of  the  Code) 

Prior  Laic 

A  foreign  corporation  may  credit  foreign  taxes  imposed  on 
income  that  is  effectively  connected  vs-ith  the  conduct  of  a  trade  or 
business  in  the  United  States  (sec.  906).  A  corporate  U.S.  sharehold- 
er ON^Tiing  10  percent  or  more  of  the  voting  stock  of  a  foreign  corpo- 
ration may  be  eligible  for  a  deemed  paid  foreign  tax  credit  when 
the  corporation  pays  a  di\'idend  (sec.  902).  This  deemed  paid  credit 
allowed  such  a  U.S.  shareholder  to  credit  again  the  taxes  that  the 
foreign  corporation  paid.  If  enough  of  the  foreign  corporation's 
income  is  effectively  connected,  its  U.S.  shareholders  could  be  eligi- 
ble for  a  diN-idends  received  deduction  for  the  dividends  the  foreign 
corporation  pays  them. 

The  1984  Act  makes  all  investment  income  of  a  FSC  effectively 
connected  income.  It  generally  makes  the  taxable  portion  of  foreign 
trade  income  of  a  FSC  effectively  connected  income. 

Explanation  of  Provision 

The  Act  provides  that  taxes  paid  or  accrued  wath  respect  to,  and 
accumulated  profits  attributable  to,  income  of  a  foreign  corporation 
that  is  effectively  connected  with  the  conduct  of  a  trade  or  business 
\\'ithin  the  United  States  shall  not  be  taken  into  account  for  pur- 
poses of  the  deemed  paid  credit.  This  pro\T.sion  is  designed  to  pre- 
vent a  double  tax  benefit. 

h.  Exchange  of  information  requirements  (sec.  1876(e)  of  the  Act 
and  sec.  927(e)(3)  of  the  Code) 

Prior  Laic 

A  corporation  (other  than  a  corporation  formed  in  an  eligible 
U.S.  possession)  cannot  qualify  as  a  FSC  unless  there  was  in  effect, 
at  the  time  of  creation  or  organization  of  the  FSC,  with  the  foreign 
countr>-  under  whose  laws  it  was  created  or  organized,  either  (1)  an 
agreement  allov^ing  tax  benefits  under  the  Caribbean  Basin  Initia- 
tive, or  (2)  an  income  tax  treaty  'with  respect  to  which  the  Secre- 
tary of  the  Treasury-  certifies  that  the  exchange  of  information  pro- 
gram \y\Xh.  respect  to  the  country-  carries  out  the  purposes  of  para- 
graph 927(eX3)  of  the  Code.  The  purposes  of  that  paragraph  are  not 
specified  in  the  statute.  An  agreement  under  the  Caribbean  Basin 
Initiative  must  generally  proxide  for  disclosure  for  ciWl  tax  pur- 
poses of  information  that  is  otherv^-ise  confidential  under  local  law, 
but  may  pro\'ide  for  nondisclosure  of  such  information  if  the  Presi- 
dent determines  that  the  agreement  as  negotiated  is  in  the  nation- 
al securitv  interest  of  the  United  States. 
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A  FSC  (other  than  a  small  FSC)  must  maintain  its  principal 
bank  account  outside  the  United  States  at  all  times  during  the  tax- 
able year. 

Explanation  of  Provision 

The  Act  provides  that  a  corporation  cannot  continue  to  qualify  as 
a  FSC  if  its  country  of  incorporation,  having  once  qualified  as  a 
host  country  for  FSCs,  ceases  to  qualify.  Notwithstanding  a  Treas- 
ury determination  that  a  country  ceases  to  qualify,  under  Treasury 
regulations,  corporations  established  in  that  country  continue  to  be 
eligible  for  FSC  benefits  for  the  six  months  following  the  determi- 
nation. 

The  Act  also  makes  it  clear  that  a  country  may  qualify  as  a  host 
country  for  FSCs  by  entering  into  an  exchange  of  information 
agreement  of  the  type  that  allows  tax  benefits  under  the  Caribbean 
Basin  Initiative,  whether  or  not  that  country  is  eligible  to  be  a  ben- 
eficiary of  the  Caribbean  Basin  Initiative.  The  Act  also  specifies 
that  the  national  security  exception  under  the  Caribbean  Basin  Ini- 
tiative will  not  apply  for  purposes  of  FSC;  thus,  to  be  acceptable  for 
FSC  purposes,  an  exchange  of  information  agreement  must  require 
disclosure  of  confidential  information. 

The  Act  also  makes  it  clear  that  an  income  tax  treaty  will  allow 
a  country  to  qualify  as  a  host  country  for  FSCs  only  if  the  Secre- 
tary certifies  that  its  exchange  of  information  program  is  satisfac- 
tory in  practice  for  purposes  of  the  Internal  Revenue  Code.  That  is, 
the  program  should  provide  to  the  United  States  in  practice  such 
information  as  may  be  relevant  to  the  determination  of  a  U.S.  tax 
liability  or  whether  a  tax-related  criminal  offense  has  been  com- 
mitted. 

In  addition,  the  Act  makes  it  clear  that,  for  a  corporation  to 
qualify  as  a  FSC,  the  exchange  of  information  program  of  the  coun- 
try of  its  incorporation  must  cover  that  particular  corporation.  The 
Act  makes  it  clear,  for  example,  that  a  corporation  incorporated  in 
a  treaty  partner  country  but  not  subject  to  the  exchange  of  infor- 
mation program  of  the  treaty  because  it  is  not  resident  in  the 
treaty  partner  does  not  qualify  for  FSC  status. 

The  Act  makes  it  clear  that  a  FSC  (other  than  a  small  FSC)  must 
maintain  its  principal  bank  account  in  a  possession  of  the  United 
States  or  in  a  country  that  qualifies  as  a  host  country  for  FSCs  at 
all  times  during  the  taxable  year.  This  requirement  is  effective  for 
periods  after  March  28,  1985. 

i.  Coordination  with  possessions  taxation  (sec.  1876(f)  of  the  Act 
and  sec.  927(e)(5)  of  the  Code) 

Prior  Law 

Under  prior  law,  a  possession  of  the  United  States  could  not 
impose  a  tax  on  any  foreign  trade  income  of  a  FSC  that  was  de- 
rived before  January  1,  1987.  Foreign  trade  income  is  generally  the 
gross  income  of  a  FSC  attributable  to  the  sale  or  lease  of  export 
property  outside  the  United  States.  Thus,  foreign  trade  income 
may  be  derived  from  the  sale  or  lease  of  export  property  (or  per- 
formance of  services)  within  a  U.S.  possession  by  a  FSC  located  in 
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the  possession.  Congress  intended,  with  respect  to  any  foreign  trade 
income  or  passive  income  of  a  FSC  that  a  possession  is  permitted  to 
tax,  that  the  possession  would  also  be  permitted  to  exempt  such 
income  from  tax.  In  some  cases,  U.S.  tax  imposed  on  certain 
income  connected  with  a  possession  is  covered  over  to  the  posses- 
sion. 

Explanation  of  Provision 

The  Act  provides  that  a  U.S.  possession  is  not  prohibited  from 
imposing  a  tax  on  any  income  attributable  to  the  sale  of  property 
or  the  performance  of  services  for  use,  consumption  or  disposition 
within  the  possession.  Thus,  for  example,  the  Virgin  Islands  is  not 
prohibited  from  imposing  a  t£ix  on  the  income  derived  from  the 
sale  of  goods  by  a  U.S.  company,  through  its  FSC  located  in  the 
Virgin  Islands,  to  customers  in  the  Virgin  Islands. 

The  Act  clarifies  that  no  provision  of  law  may  be  construed  as 
prohibiting  a  U.S.  possession  from  exempting  from  tax  any  foreign 
trade  income  or  passive  income  (e.g.,  interest,  dividends  or  carrying 
charges)  of  a  FSC.  The  Act  also  clarifies  that  no  provision  of  law 
may  be  construed  as  requiring  any  income  tax  imposed  by  the 
United  States  on  a  FSC  to  be  covered  over  (or  otherwise  trans- 
ferred) to  any  U.S.  possession. 

j.  Interest  on  DISC-related  deferred  tax  liability  (sec.  1876(g)  of 
the  Act  and  sec.  995(f)  of  the  Code) 

Prior  Law 

A  DISC  may  defer  income  attributable  to  $10  million  or  less  of 
qualified  export  receipts.  However,  an  interest  charge  is  imposed 
on  the  shareholders  of  the  DISC.  The  amount  of  the  interest  is 
based  on  the  tax  otherwise  due  on  the  deferred  income,  computed 
as  if  the  income  were  distributed. 

Explanation  of  Provision 

The  Act  clarifies  that  an  interest  charge  is  to  be  imposed  on  the 
deferred  income  of  a  former  DISC  in  the  same  manner  that  it  is 
imposed  on  a  DISC. 

k.  Exemption  of  accumulated  DISC  income  (sec.  1876(h)  of  the 
Act  and  sec.  805(b)(2)  of  the  1984  Act) 

Prior  Law 

Accumulated  DISC  income  which  is  derived  before  January  1, 
1985  is  generally  exempt  from  tax.  This  result  is  achieved  by  treat- 
ing actual  distributions  made  after  December  31,  1984  by  a  DISC 
(or  former  DISC  which  was  a  DISC  on  December  31,  1984)  as  previ- 
ously taxed  income  with  respect  to  which  there  had  previously 
been  a  deemed  distribution.  It  was  unclear  under  prior  law  wheth- 
er a  distribution  in  liquidation  is  an  "actual  distribution"  for  pur- 
poses of  this  provision.  It  was  also  unclear  how  such  a  distribution 
would  be  treated  for  purposes  of  computing  the  earnings  and  prof- 
its of  any  corporate  shareholder  of  the  DISC. 
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Explanation  of  Provision 

The  Act  clarifies  that  for  purposes  of  exempting  from  tax  accu- 
mulated DISC  income,  the  term  actual  distribution  includes  a  dis- 
tribution in  liquidation.  The  Act  further  clarifies  that  the  earnings 
and  profits  of  any  corporation  receiving  a  distribution  that  is  not 
included  in  gross  income  because  it  is  treated  as  previously  taxed 
income  under  this  provision  will  be  increased  by  the  amount  of  the 
distribution. 

1.  Effective  date  of  tax  year  conformity  requirement  (sec.  1876(1) 
of  the  Act  and  sec.  805(a)(4)  of  the  1984  Act) 

Prior  Law 

In  general,  the  taxable  year  of  any  DISC  must  be  the  taxable 
year  of  its  owner.  If  the  DISC  has  more  than  one  shareholder,  the 
taxable  year  of  shareholders  with  a  plurality  of  voting  power  con- 
trols. This  rule  applies  to  any  DISC  established  after  March  21, 
1984. 

Explanation  of  Provision 

The  Act  provides  that  the  rule  requiring  conformity  of  tax  years 
applies  to  taxable  years  beginning  after  December  31,  1984.  The 
Act  makes  it  clear  that  this  rule  will  apply  to  interest-charge 
DISCs,  whether  or  not  newly  formed. 

m.  Treatment  of  certain  qualifying  distributions  from  a  DISC 
(sec.  1876(k)  of  the  Act  and  sec.  996  of  the  Code) 

Prior  Law 

To  qualify  as  a  DISC,  95  percent  of  a  corporation's  gross  receipts 
must  be  "qualified  export  receipts."  If  a  corporation  seeking  to 
qualify  as  a  DISC  does  not  meet  that  95-percent  test  for  a  year,  it 
may,  after  that  year's  close,  qualify  retroactively  by  distributing  to 
its  shareholders  property  in  an  amount  equal  to  taxable  income  at- 
tributable to  gross  receipts  that  are  not  qualified  export  receipts. 
Generally,  under  prior  law,  one-half  of  this  kind  of  distribution  to 
meet  qualification  requirements  was  treated  as  coming  out  of  accu- 
mulated DISC  income,  and  one-half  was  treated  as  coming  out  of 
previously  taxed  income.  Under  prior  law,  generally,  one-half  of  a 
disc's  income  was  deemed  distributed  to  its  shareholders.  The 
treatment  of  a  distribution  to  meet  qualification  requirements  was 
based  on  the  notion  that  one-half  of  a  DISCs  taxable  income  attrib- 
utable to  all  gross  receipts  had  already  been  taxed  as  a  deemed  dis- 
tribution, while  the  other  half  was  deferred.  Under  the  1984  Act, 
one-seventeenth  of  a  DISCs  income  is  deemed  distributed  to  share- 
holders that  are  C  corporations. 

Explanation  of  Provision 

In  the  case  of  a  shareholder  that  is  a  C  corporation,  the  Act 
would  treat  16/17  of  a  DISCs  distribution  to  meet  the  qualified 
export  receipts  requirement  as  coming  out  of  accumulated  DISC 
income,  with  generally  only  1/17  coming  out  of  previously  taxed 
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income.  This  treatment  reflects  the  post-1984  treatment  of  DISC 
income  attributable  to  a  shareholder  that  is  a  C  corporation,  wher- 
eunder  only  1/17  is  deemed  distributed  and  taxed  currently. 

n.  Treatment  of  certain  receipts  from  another  FSC  (sec.  1876(1)  of 
the  Act  and  sec.  924  of  the  Code) 

Prior  Law 

A  FSC  could  not  treat  as  foreign  trading  gross  receipts  any  re- 
ceipts from  another  FSC  that  is  a  member  of  the  same  controlled 
group  (Code  sec.  924(f)(1)).  The  prohibition  of  sales  through  related 
FSCs  prevents  pyramiding  of  benefits  under  the  gross  receipts 
method  of  calculating  income. 

Explanation  of  Provision 

The  Act  permits  FSCs  to  treat  receipts  from  another  FSC  that  is 
a  member  of  the  same  controlled  group  as  foreign  trading  gross  re- 
ceipts, if  no  FSC  in  the  group  uses  the  gross  receipts  method  of  cal- 
culating income. 

o.  Treatment  of  certain  former  export  trade  corporations  (sec. 
1876(m)  of  the  Act  and  sec.  805(b)  of  the  1984  Act) 

Prior  Law 

The  1984  Act  provides  that  accumulated  DISC  income,  in  certain 
circumstances,  will  not  be  subject  to  U.S.  tax.  Similarly,  the  Act 
provides  that  certain  income  of  active  export  trade  corporations  (as 
defined  in  Code  sec.  971)  will  not  be  subject  to  U.S.  tax,  but  only  if 
the  export  trade  corporation  either  elects  to  be  treated  as  a  FSC  or 
surrenders  its  export  trade  corporation  status. 

Explanation  of  Provision 

The  Act  extends  to  corporations  that  had  been  export  trade  cor- 
porations at  some  point  but  that  were  not  export  trade  corpora- 
tions for  their  most  recent  taxable  year  ending  before  July  18, 
1984,  the  same  treatment  that  the  Act  extended  to  active  export 
trade  corporations.  To  qualify  for  this  treatment,  a  former  export 
trade  corporation  either  must  be  precluded  (under  statutory  rules) 
from  again  qualifying  as  an  export  trade  corporation,  or  must  elect 
never  again  to  qualify  as  such. 

p.  Distributions  of  accumulated  DISC  income  received  by  coop- 
eratives (sec.  1876(n)  of  the  Act  and  sec.  805(b)(2)  of  the  1984 
Act) 

Prior  Law 

The  1984  Act  excludes  from  gross  income  certain  distributions  of 
accumulated  DISC  income.  That  exclusion  applies  to  certain  accu- 
mulated DISC  income  received  by  certain  cooperative  organiza- 
tions. 
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Explanation  of  Provision 

The  Act  provides  that  amounts  excluded  from  the  gross  income 
of  a  cooperative  organization  described  in  Code  section  1381  by  sec. 
805(b)(2)(A)  of  the  Act  will  not  be  included  in  the  gross  income  of 
the  cooperative's  members  when  distributed  to  them.  Distributions 
arising  from  tax-free  accumulated  DISC  income  will  not  be  deducti- 
ble by  the  cooperative  organization.  This  treatment  reflects  the 
concept  that  a  cooperative  organization  is  a  flow-through  entity 
analogous  to  a  partnership  for  the  purpose  of  the  exclusion  of  cer- 
tain accumulated  DISC  income  from  tax. 

q.  Effective  date  of  certain  FSC  requirements  (sec.  1876(o)  of  the 
Act  and  sec.  805(a)  of  the  1984  Act) 

Prior  Law 

The  foreign  management  and  foreign  economic  process  require- 
ments for  eligibility  for  FSC  benefits  (Code  sec.  924(c)  and  (d))  gen- 
erally apply  in  taxable  years  ending  after  December  31,  1984.  Tran- 
sition rules  are  provided  for  existing  contracts  taken  over  by  a 
FSC.  Thus,  those  requirements  do  not  apply  with  respect  to  con- 
tracts entered  into  (or  planned  to  be  entered  into)  before  March  16, 
1984,  with  respect  to  which  the  taxpayer  uses  the  completed  con- 
tract method  of  accounting.  In  addition,  those  requirements  do  not 
apply  for  the  first  two  taxable  years  of  a  FSC  ending  after  January 
1,  1985,  with  respect  to  contracts  entered  into  before  March  16, 

1984.  Finally,  those  requirements  do  not  apply  for  the  first  taxable 
year  of  a  FSC  ending  after  January  1,  1985,  with  respect  to  con- 
tracts entered  into  after  March  15,  1984,  and  before  January  1, 
1985. 

Code  section  925(c)  provides  that  a  FSC  may  use  the  administra- 
tive pricing  rules  only  if  certain  activities  with  respect  to  a  sale  are 
performed  by  or  on  behalf  of  the  FSC.  The  1984  Act  did  not  provide 
a  transition  rule  for  this  requirement. 

Explanation  of  Provision 

The  Act  provides  that  any  requirement  of  Code  section  924(c)  or 
(d)  or  section  925(c)  that  should  have  been  met  before  January  1, 

1985,  will  be  treated  as  having  been  met  with  respect  to  any  lease 
entered  into  before  that  date  for  a  period  longer  than  three  years. 
Those  requirements  will  also  be  treated  as  having  been  met  with 
respect  to  any  contract  entered  into  before  January  1,  1985,  with 
respect  to  which  the  taxpayer  uses  the  completed  contract  method 
of  accounting.  Finally,  in  the  case  of  any  other  contract  entered 
into  before  January  1,  1985,  those  requirements  will  be  treated  as 
having  been  met,  but  only  with  respect  to  the  first  three  taxable 
years  of  a  FSC  ending  after  January  1,  1985,  or  such  later  taxable 
years  as  the  Secretary  may  prescribe. 
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5.  Highway  Revenue  Provisions 

a.  Excise  tax  refund  for  diesel  fuel  used  in  school  buses  (sec. 

1877(b)  of  the  Act  and  sec.  6427(b)  of  the  Code) 

Prior  Law 

The  1984  Act  allows  a  complete  refund  of  the  15-cents-a-gallon 
excise  tax  paid  on  diesel  fuel  which  is  used  by  private  contractors 
to  provide  scheduled  local  bus  service  to  the  general  public  over 
regular  routes,  because  the  service  substitutes  for  publicly  provided 
service  that  would  use  tax-exempt  fuel.  However,  the  1984  Act 
failed  to  provide  a  complete  refund  when  private  contractors 
supply  school  bus  service,  the  diesel  fuel  for  which  would  be  tax- 
exempt  if  the  service  were  supplied  by  a  State  or  local  government 
or  nonprofit  school.  The  effective  excise  tax  rate  on  this  fuel  was  3 
cents  a  gallon  (tax  of  15  cents  a  gallon,  less  refund  of  12  cents  a 
gallon),  the  effective  rate  that  generally  applies  to  diesel  fuel  used 
in  privately  operated  buses. 

Explanation  of  Provision 

The  Act  allows  a  full  15-cents-a-gallon  refund  of  excise  tax  on 
diesel  fuel  used  in  a  school  bus  while  engaged  in  the  transportation 
of  students  and  school  employees. 

b.  Piggyback  trailers  (sec.  1877(c)  of  the  Act  and  sec.  4051(d)(3)  of 

the  Code) 

Prior  Law 

A  12-percent  excise  tax  is  imposed  on  the  first  retail  sale  of  a 
heavy  truck  trailer.  The  1984  Act  temporarily  reduced  this  excise 
tax  rate  to  6  percent  for  piggyback  trailers  (truck  trailers  equipped 
to  be  lifted  onto  and  transported  by  railroad  flatcars)  sold  after 
July  17,  1984,  and  before  July  18,  1985.  An  additional  tax  is  im- 
posed if  and  when  a  trailer  that  was  taxed  at  this  reduced  rate  sub- 
sequently fails  to  qualify  for  it  because,  for  example,  the  trailer  is 
no  longer  used  principally  in  connection  with  trailer-on-flatcar 
service.  This  additional  tax  equals  the  6  percent  excise  tax  that 
was  not  collected  on  the  first  retail  sale  by  virtue  of  the  temporari- 
ly reduced  rate  for  piggyback  trailers. 

Explanation  of  Provision 

The  Act  provides  that  the  additional  6  percent  excise  tax  im- 
posed by  section  4051(d)(3)  will  not  apply  to  a  piggyback  trailer 
after  6  years  have  elapsed  from  the  date  of  the  first  retail  sale  of 
the  trailer. 

6.  Certain  helicopter  uses  exempt  from  aviation  excise  taxes  (sec. 
1878(c)  of  the  Act  and  sees.  4041  and  4261  of  the  Code) 

Prior  Law 

The  1984  Act  expands  the  exemptions  from  the  aviation  excise 
taxes  previously  provided  with  respect  to  helicopters  engaged  in 
qualified  timber  and  hard  mineral  resource  activities  where  no 
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FAA  navigational  facilities  or  airport  are  used  to  include  helicop- 
ters engaged  in  qualified  oil  and  gas  activities. 

Explanation  of  Provision 

The  Act  clarifies  that  the  exemptions  for  oil  and  gas  activities 
are  coterminous  with  those  previously  provided  for  hard  mineral 
resource  activities.  Therefore,  helicopters  engaged  in  the  explora- 
tion for,  or  the  development  or  removal  of,  oil  and  gas  will  be 
exempt  from  the  aviation  excise  taxes,  provided  the  helicopters  do 
not  use  Federally  aided  airports  or  Federal  airway  facilities. 

7.  Acquisition  indebtedness  of  certain  exempt  organizations  (sec. 
1878(e)  of  the  Act  and  sec.  514(c)(9)  of  the  Code) 

Prior  Law 

The  1984  Act  provided  rules  excepting  certain  debt-financed  real 
estate  held  by  qualified  pension  trusts  and  educational  institutions 
from  the  unrelated  business  income  tax.  In  the  case  where  the 
exempt  organization  is  a  partner  in  a  partnership  (along  with  tax- 
able entities),  that  Act  provided  that  each  allocation  to  the  exempt 
organization  be  a  qualified  allocation,  within  the  meaning  of  the 
tax-exempt  entity  leasing  rules  of  section  168(j)(9). 

Explanation  of  Provision 

The  Act  provides  that  the  qualified  allocation  requirement  apply 
only  if  the  principal  purpose  of  any  allocation  which  is  not  a  quali- 
fied allocation  is  the  avoidance  of  income  tax. 

8.  Military  housing  rollover  (sec.  1878(g)  of  the  Act  and  sec. 
1034(h)(2)  of  the  Code) 

Prior  Law 

The  1984  Act  provides  an  extended  nonrecognition  period  for 
rollover  of  gain  on  sale  of  a  personal  residence  in  the  case  of  mili- 
tary personnel  stationed  outside  the  United  States,  or  required  to 
reside  in  government  quarters  at  certain  remote  base  sites  within 
the  United  States.  In  such  a  case,  the  nonrecognition  rollover 
period  otherwise  allowable  under  Code  section  1034(h)(1)  is  not  to 
expire  until  the  last  day  on  which  the  person  is  stationed  outside 
the  United  States  or  is  required  to  reside  in  government  quarters 
at  a  remote  base  site  within  the  United  States,  except  that  this  ex- 
tended nonrecognition  period  cannot  exceed  eight  years  after  the 
date  of  the  sale  of  the  old  residence.  This  provision  applies  to  sales 
of  old  residences  occurring  after  July  18,  1984. 

Explanation  of  Provision 

The  extended  nonrecognition  period  under  Code  section  1034(h)(2) 
is  not  to  expire  before  the  day  which  is  one  year  after  the  last  day 
on  which  the  taxpayer  is  stationed  outside  the  United  States  or  is 
required  to  reside  in  government  quarters  at  a  remote  base  site 
within  the  United  States,  except  that  this  extended  nonrecognition 
period  cannot  exceed  eight  years  after  the  date  of  the  sale  of  the 
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old  residence.  This  modification  conforms  the  provision  to  the 
Senate  amendment,  which  was  adopted  by  the  conference  commit- 
tee on  the  1984  Act. 

9.  Effective  date  for  disallowance  of  deduction  for  costs  of  demol- 
ishing structures  (sec.  1878(h)  of  the  Act  and  sec.  280B  of  the 
Code) 

Prior  Law 

Costs  and  other  losses  incurred  in  connection  with  the  demolition 
of  buildings  must  be  added  to  the  basis  of  the  land  on  which  the 
demolished  buildings  were  located  in  all  cases,  rather  than  claimed 
as  a  current  deduction.  Before  enactment  of  the  1984  Act,  this  rule 
applied  only  to  certified  historic  structures.  The  expanded  provi- 
sion is  effective  for  taxable  years  beginning  after  December  31, 
1983. 

Explanation  of  Provision 

The  Act  clarifies  that  the  expanded  prohibition  on  current  deduc- 
tion of  costs  and  other  losses  incurred  in  connection  with  demoli- 
tion applies  only  to  demolitions  commencing  after  July  18,  1984,  in 
the  case  of  buildings  other  than  certified  historic  structures.  For 
this  purpose,  if  a  demolition  is  delayed  until  the  completion  of  the 
replacement  structure  on  the  same  site,  the  demolition  shall  be 
treated  as  commencing  when  construction  of  the  replacement 
structure  commences. 

The  Act  also  allows  the  unrecognized  basis  in  specified  demol- 
ished structures  to  be  allowed  as  an  ordinary  deduction  in  the  year 
of  demolition. 

A  transitional  rule  is  provided  in  a  specified  case  where  plans  for 
the  demolition  were  in  place  on  July  18,  1984. 

10.  Regulated  investment  companies  (sec.  1878(j)  of  the  Act  and 
sec.  852  of  the  Code) 

Prior  Law 

All  regulated  investment  companies  (RICs)  are  required  to 
comply  with  regulations  prescribed  by  the  Treasury  for  the  purpose 
of  ascertaining  its  stock  ownership  (sec.  852(a)(2)).  Under  prior  law, 
as  modified  by  the  1984  Act,  a  personal  holding  company  may  be 
eligible  to  be  a  RIC.  The  1984  Act  provided  that  any  investment 
company  taxable  income  of  a  RIC  that  is  a  personal  holding  compa- 
ny is  taxed  at  the  highest  rate  applicable  to  corporations. 

Explanation  of  Provision 

The  provisions  of  the  Act  that  permitted  personal  holding  compa- 
nies to  qualify  as  RICs  eliminated  the  necessity  for  a  RIC  to  keep 
shareholder  records  that  were  intended  to  assure  that  it  was  not  a 
personal  holding  company  and  thereby  could  qualify  as  a  RIC.  Ac- 
cordingly, the  Act  eliminates  the  requirement  that  adequate  share- 
holder records  must  be  kept  in  order  for  a  corporation  to  qualify  as 
a  RIC.  Nevertheless,  the  Act  provides  that  the  investment  company 
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taxable  income  of  a  RIC  that  does  not  keep  such  records  would  be 
subject  to  tax  at  the  highest  corporate  rate,  since  such  treatment  is 
provided  for  RICs  that  are  personal  holding  companies. 

11.  Waiver  of  estimated  tax  penalties  (sec.  1879(a)  of  the  Act) 

Prior  Law 

Under  prior  and  present  law,  if  the  withholding  of  income  taxes 
from  wages  does  not  cover  an  individual's  total  income  tax  liability, 
the  individual,  in  general,  is  required  to  file  estimated  tax  returns 
and  make  estimated  tax  payments.  Also,  corporations  are  normally 
required  to  make  quarterly  estimated  tax  payments.  An  underpay- 
ment of  an  estimated  tax  installment  will,  unless  certain  excep- 
tions are  applicable,  result  in  the  imposition  of  an  addition  to  tax 
on  the  amount  of  underpayment  for  the  period  of  underpayment 
(sees.  6654  and  6655,  with  the  rate  as  determined  under  sec.  6621). 

The  1984  Act,  enacted  on  July  18,  1984,  made  several  changes 
which  increased  tax  liabilities  from  the  beginning  of  1984. 

Explanation  of  Provision 

The  Act  allows  individual  taxpayers  until  April  15,  1985,  and  cor- 
porations until  March  15,  1985  (the  final  filing  dates  for  calendar 
year  returns)  to  pay  their  full  1984  income  tax  liabilities  without 
incurring  any  additions  to  tax  on  account  of  underpayments  of  esti- 
mated tax  to  the  extent  that  the  underpayments  are  attributable  to 
changes  in  the  law  made  by  the  Tax  Reform  Act  of  1984. 

In  order  to  minimize  any  administrative  problems  to  the  Internal 
Revenue  Service,  it  will  be  expected  that  taxpayers  notify  the  IRS 
if  they  are  entitled  to  the  benefits  of  this  provision.  The  IRS  will 
not  be  required  to  notify  taxpayers  of  possible  relief  under  this  pro- 
vision. 


II.  TECHNICAL  CORRECTIONS  TO  MISCELLANEOUS 
REVENUE  PROVISIONS 

1.  Orphan  drug  credit  (sec.  1879(b)  of  the  Act  and  sec.  28  of  the 

Code) 

Prior  Law 

A  50-percent  tax  credit  is  available  for  qualified  clinical  testing 
expenses  that  are  necessary  to  obtain  the  approval  of  the  Food  and 
Drug  Administration  for  the  commercial  sale  of  a  drug  for  a  rare 
disease.  The  term  "clinical  testing"  is  defined,  in  part,  by  reference 
to  the  date  on  which  an  application  with  respect  to  a  drug  is  ap- 
proved under  section  505(b)  of  the  Federal  Food,  Drug,  and  Cosmet- 
ic Act.  The  term  "rare  disease  or  condition"  is  defined  as  any  dis- 
ease or  condition  that  occurs  so  infrequently  in  the  United  States 
that  the  taxpayer  has  no  reasonable  expectation  of  recovering  the 
cost  of  developing  and  marketing  a  drug  for  such  disease  or  condi- 
tion from  sales  in  the  United  States. 

Explanation  of  Provision 

The  Act  clarifies  that,  in  the  case  of  a  drug  that  is  a  biological 
product,  "clinical  testing"  is  defined,  in  part,  by  reference  to  the 
date  on  which  a  license  for  such  drug  is  issued  under  section  351  of 
the  Public  Health  Services  Act.  The  Act  also  redefines  the  term 
"rare  disease  or  condition"  as  any  disease  that  (1)  affects  less  than 
200,000  persons  in  the  United  States,  or  (2)  affects  more  than 
200,000  persons  in  the  United  States  but  for  which  there  is  no  rea- 
sonable expectation  that  the  cost  of  developing  and  making  avail- 
able a  drug  for  such  disease  in  the  United  States  will  be  recovered 
from  sales  of  such  drug  in  the  United  States.  This  will  conform  the 
provisions  of  the  tax  credit  with  the  provisions  of  the  Federal  Food, 
Drug,  and  Cosmetic  Act. 

The  provision  applies  to  amounts  paid  or  incurred  after  Decem- 
ber 31,  1982. 

2.  Credit  for  producing  fuel  from  nonconventional  source  (sec. 

1879(c)  of  the  Act  and  sec.  29  of  the  Code) 

Prior  Law 

Prior  and  present  law  provides  a  credit  for  certain  fuels  produced 
by  a  taxpayer  and  sold  to  an  unrelated  party. 

Explanation  of  Provision 

The  Act  provides  that  the  credit  may  be  allowed  where  the  sale 
to  an  unrelated  person  is  made  by  a  corporation  which  files  a  con- 
solidated return  with  the  corporation  producing  the  fuel.  The  provi- 

(192) 
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sion  applies  as  if  included  in  section  231  of  the  Crude  Oil  Windfall 
Profit  Tax  Act  of  1980. 

3.  Report  of  refunds  by  Joint  Committee  to  Congress  (sec.  1879(e) 

of  the  Act  and  sec.  6405(b)  of  the  Code) 

Prior  Law 

The  Code  (sec.  6405(b))  required  the  Joint  Committee  on  Taxation 
to  make  an  annual  report  to  Congress  setting  forth  the  proposed 
tax  refunds  and  credits  submitted  by  the  Internal  Revenue  Service 
to  the  Joint  Committee  for  its  review,  including  the  names  of  the 
taxpayers  and  amounts  involved.  It  is  unclear  whether  this  require- 
ment was  overridden  by  the  tax  return  disclosure  limitations  (sec. 
6103)  enacted  in  1976.  Because  of  this  apparent  conflict,  these  re- 
ports have  not  been  submitted  in  recent  years  and  the  Joint  Com- 
mittee believes  it  appropriate  to  delete  the  requirement  to  submit 
this  report. 

Explanation  of  Provision 

The  Act  repeals  the  requirement  that  the  Joint  Committee  on 
Taxation  submit  an  annual  report  to  Congress  on  proposed  IRS  tax 
refunds  and  credits. 

4.  Rural  electric  cooperative  cash  or  deferred  arrangements  (sec. 

1879  of  the  Act  and  sec.  401(k)  of  the  Code) 

Prior  Law 

Under  the  Code,  gross  income  may  include  amounts  actually  or 
constructively  received  as  income.  For  example,  under  the  rules  of 
constructive  receipt,  the  gross  income  of  an  individual  includes 
compensation  that  has  been  earned  and  that  would  have  been  re- 
ceived but  for  the  individual's  election  to  defer  its  receipt.  Prior 
and  present  law  provides  for  an  exception  to  the  rules  of  construc- 
tive receipt  in  the  case  of  employer  contributions  under  a  qualified 
cash  or  deferred  arrangement. 

If  a  tax-qualified  profit-sharing  or  stock  bonus  plan  (or  certain 
pre-ERISA  money  purchase  pension  plans)  meets  certain  require- 
ments (a  qualified  cash  or  deferred  arrangement),  then  an  employ- 
ee is  not  required  to  include  in  income  any  employer  contributions 
to  the  plan  merely  because  the  employee  could  have  elected  to  re- 
ceive the  amount  contributed  in  cash. 

Because  a  qualified  stock  bonus  plan  is  generally  required  to  dis- 
tribute benefits  in  the  form  of  employer  stock,  a  qualified  stock 
bonus  plan  may  not  be  maintained  by  a  governmental  unit  or  by  a 
tax-exempt  membership  organization.  Under  the  Code,  employer 
contributions  to  a  qualified  profit-sharing  plan  may  be  made  only 
from  preset  or  accumulated  employer  profits. 

It  was  unclear  under  prior  law  whether  an  employer  that  was  a 
governmental  entity  or  a  tax-exempt  organization  may  maintain  a 
qualified  cash  or  deferred  arrangement  because  such  an  organiza- 
tion may  not  have  stock  or  profits  in  the  usual  sense  of  those 
terms. 
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Explanation  of  Provision 

The  Act  clarifies  that  any  organization  that  is  exempt  from  tax 
and  that  is  engaged  primarily  in  providing  electric  service  on  a 
mutual  or  cooperative  basis  is  eligible  to  maintain  a  qualified  cash 
or  deferred  arrangement.  This  provision  also  applies  to  a  national 
association  of  such  tax-exempt  organizations.  ^ 

This  provision  applies  to  plan  years  beginning  after  December 
31,  1984. 

5.  Definition  of  newly  discovered  oil  (sec.  1879(h)  of  the  bill  and 

sec.  4991  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  the  windfall  profit  tax  is  imposed 
at  a  lower  rate  on  newly  discovered  oil  than  on  other  oil.  General- 
ly, the  term  "newly  discovered  oil"  has  the  meaning  given  to  it  by 
the  June  1979  energy  regulations. 

The  legislative  history  to  the  Crude  Oil  Windfall  Profit  Tax  Act 
of  1980  indicates  that  the  term  was  also  to  include  production  from 
a  property  which  did  not  produce  oil  in  commercial  quantities 
during  calendar  year  1978.  That  history  indicates  that  it  includes 
production  from  a  property  on  which  oil  was  produced  in  1978  if 
that  production  was  incident  to  the  drilling  of  exploratory  or  test 
wells  and  was  not  part  of  continuous  or  commercial  production 
from  the  property  during  1978. 

Explanation  of  Provision 

The  Act  clarifies  that  the  term  "newly  discovered  oil"  includes 
production  from  a  property  so  long  as  not  more  than  2200  barrels 
was  produced  from  the  property  in  1978  and  no  well  on  the  proper- 
ty was  in  production  for  more  than  72  hours  during  that  year 
(whether  or  not  the  oil  was  sold).  For  purposes  of  this  test,  a  dual 
completion  well  shall  be  treated  as  two  wells,  i.e.,  one  well  for  each 
horizon.  This  provision  is  intended  to  clarify  the  "test  well"  excep- 
tion described  in  the  Conference  Report  accompanying  the  Crude 
Oil  Windfall  Profit  Tax  Act  of  1980.  No  inference  is  intended  as  to 
the  application  of  similar  principles  in  areas  other  than  section 
4991(e)(2). 

6.  Refunds  with  respect  to  medicinal  alcohol  (sec.  1879(i)  of  the 

Act,  and  sec.  7652  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  a  special  excise  tax  is  imposed  on 
articles  coming  into  the  United  States  from  Puerto  Rico  or  the 
Virgin  Islands,  equal  to  the  tax  that  would  be  imposed  if  the  article 
were  manufactured  in  the  United  States  (sec.  7652). 


'  See,  also,  discussion  of  the  rules  relating  to  cash  or  deferred  arrangements  in  General  Expla- 
nation of  the  Tax  Reform  Act  of  1986  (JCS-10-87),  Title  XI,  Part  A.2. 
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Explanation  of  Provision 

The  Act  clarifies  that  medicinal  alcohol  produced  in  Puerto  Rico 
and  the  Virgin  Islands  is  eligible  for  refunds  of  the  tax  on  distilled 
spirits  paid  when  the  alcohol  is  brought  into  the  United  States.  For 
purposes  of  the  refunds,  Puerto  Rican  and  Virgin  Islands  producers 
of  medicinal  alcohol  are  treated  as  United  States  persons,  except 
the  amount  of  the  refund  is  determined  as  if  tax  were  paid  at  the 
rate  eligible  for  cover  over  under  section  7652. 

7.  Allowance  of  investment  tax  credit  to  members  of  certain  tax- 
exempt  religious  organizations  (sec.  1879(j)  of  the  Act  and 
sec.  48  of  the  Code) 

Prior  Law 

Prior  and  present  law  provides  an  income  tax  exemption  for  a 
religious  or  apostolic  association  or  corporation  if  (1)  it  has  a 
common  treasury  or  community  treasury,  even  if  it  engages  in 
business  for  the  common  benefit  of  the  members,  and  (2)  its  mem- 
bers include  (at  the  time  of  filing  their  returns)  in  their  gross 
income  their  entire  pro  rata  shares,  whether  distributed  or  not,  of 
the  organization's  taxable  income  for  such  year  (sec.  501(d)).  Any 
amount  so  included  in  the  gross  income  of  a  member  is  treated  as  a 
dividend  received.  Thus,  members  of  section  501(d)  organizations 
file  individual  tax  returns  and  pay  income  tax  on  their  pro  rata 
shares  of  organization  income. 

The  Code  allows  an  investment  tax  credit  for  certain  acquisitions 
of  depreciable  property  (sec.  38(a)).  In  the  case  of  such  property 
used  by  a  tax-exempt  organization,  however,  the  credit  is  not  al- 
lowed unless  the  property  is  used  in  an  unrelated  trade  or  business 
the  income  of  which  is  subject  to  tax  under  section  511  (sec. 
48(a)(4)).  The  Ninth  Circuit  has  ruled  that  since  section  501(d)  orga- 
nizations are  not  subject  to  the  section  511  tax  on  unrelated  busi- 
ness taxable  income,  neither  the  organization  nor  its  members  on 
their  tax  returns  can  claim  the  investment  tax  credit  for  deprecia- 
ble property  acquired  by  the  organization  (Kleinsasser  v.  U.S.,  707 
F.2d  1024  (9th  Cir.  1983)). 

Explanation  of  Provision 

The  Act  provides  that,  for  purposes  only  of  the  investment  credit 
rules  in  section  48(a)(4),  any  business  which  is  conducted  by  an  eli- 
gible section  501(d)  organization  for  the  common  benefit  of  its 
members  and  the  taxable  income  from  which  is  included  in  the 
gross  income  of  its  members  is  to  be  treated  as  an  unrelated  busi- 
ness. Accordingly,  the  acquisition  of  depreciable  property  by  an  eli- 
gible section  501(d)  organization  for  use  in  such  a  business  gives 
rise  to  an  investment  tax  credit  to  the  same  extent  as  if  the  proper- 
ty had  been  acquired  by  a  section  501(c)(3)  organization  for  use  in 
an  unrelated  business. 

Under  the  provision,  the  amount  of  such  qualified  investment  by 
a  section  501(d)  organization  is  apportioned  pro  rata  among  its 
members  in  the  same  manner  as  its  taxable  income  is  allocated. 
The  Act  does  not  allow  any  credit  for  such  investment  to  a  member 
who  claimed  any  other  type  of  investment  credit,  and  prohibits  the 
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reallocation  of  any  such  disallowed  credit  to  other  community 
members.  The  used-property  credit  limitation  and  credit  recapture 
rules  apply  at  the  organization  level. 

The  provisions  apply  to  any  organization  which  elects  to  be  treat- 
ed as  an  organization  described  in  section  501(d)  and  which  is 
exempt  from  tax  under  section  501(a),  and  which  does  not  provide  a 
substantially  higher  standard  of  living  for  any  person  or  persons 
than  it  does  for  the  majority  of  the  members  of  the  community. 

The  provision  applies  to  periods  after  1978  (under  rules  similar  to 
those  in  Code  sec.  48(m)). 

8.  Mutual    savings    banks    (sec.    1879(k)    of   the    Act    and    sec. 

501(c)(14)  of  the  Code) 

Prior  Law 

The  Economic  Recovery  Tax  Act  (ERTA)  provided  that  a  stock 
association  which  is  subject  to  the  same  regulation  as  a  mutual 
savings  bank  is  treated  as  a  mutual  savings  bank  and  thus  eligible 
to  compute  its  bad  debt  deduction  under  section  593. 

Explanation  of  Provision 

The  Act  provides  that  a  stock  association  which  is  treated  as  a 
mutual  savings  bank  for  purposes  of  computing  a  bad  debt  deduc- 
tion is  also  treated  as  a  mutual  savings  bank  for  purposes  of  the 
exemption  for  mutual  organizations  insuring  these  banks  (sec. 
501(c)(14)(B)).  The  provision  is  effective  as  if  enacted  in  ERTA. 

9.  Reorganization  of  investment  companies  (sec.  1879(1)  of  the  Act 

and  sec.  368(a)(2)(F)  of  the  Code) 

Prior  Law 

The  Tax  Reform  Act  of  1976  prevented  the  tax-free  reorganiza- 
tion of  certain  investment  companies.  Exceptions  were  applied  for 
stock  in  RICs,  REITs  and  diversified  investment  companies. 

Explanation  of  Provision 

The  Act  provides  that  the  stock  of  a  RIC,  REIT  or  diversified  in- 
vestment company  will  not  be  treated  as  stock  of  a  single  issuer  for 
purposes  of  determining  whether  the  holder  is  diversified  within 
the  meaning  of  section  368(a)(2)(F)(ii).  This  provision  is  intended  to 
permit  an  investment  company  to  be  treated  as  a  diversified  invest- 
ment company  only  if  it  would  be  so  defined  if  it  were  deemed  to 
own  its  ratable  share  of  the  assets  of  any  RIC,  REIT,  or  diversified 
investment  company  in  which  it  owns  stock  (without  regard  to 
whether  its  percentage  ownership  is  50  percent  or  more).^  The  pro- 
vision is  effective  as  if  included  in  the  Tax  Reform  Act  of  1976. 


2  A  technical  correction  may  be  necessary  to  achieve  this  result. 
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10.  Subchapter  S  amendments  (sec.  1879(m)  of  the  Act  and  sees. 
1361  and  1368  of  the  Code) 

Prior  Law 

The  Subchapter  S  Revision  Act  of  1982  revised  the  treatment  of 
S  corporations.  Rules  were  provided  allowing  certain  trusts  as 
shareholders  and  also  rules  were  provided  for  the  tax-free  distribu- 
tions of  subchapter  S  earnings. 

Explanation  of  Provision 

The  Act  provides  that  shares  which  are  treated  as  separate 
trusts  within  the  meaning  of  section  663(c)  are  treated  as  separate 
trusts  for  purposes  of  the  rules  relating  to  qualified  subchapter  S 
trusts  (sec.  1361(d)(3)). 

The  Act  also  provides  that  the  accumulated  adjustments  ac- 
counts (which  measures  the  amount  of  subchapter  S  earnings 
which  may  be  distributed  tax-free)  will  not  be  reduced  by  reason  of 
federal  taxes  arising  while  the  corporation  was  a  C  corporation. 

These  provisions  will  apply  to  taxable  years  beginning  after  De- 
cember 31,  1982. 

11.  Qualified  terminable  interest  property  (sec.  1879(n))  of  the  Act 

and  sec.  2523  of  the  Code) 

Prior  Law 

Prior  law  allows  a  gift  tax  deduction  for  gifts  of  certain  life  es- 
tates made  to  a  donee  spouse.  The  election  must  be  made  by  April 
15  after  the  calendar  year  the  interest  in  transferred. 

Explanation  of  Provision 

The  Act  provides  that  this  election  must  be  made  on  or  before 
the  date,  including  extensions,  prescribed  by  section  6075  for  filing 
a  gift  tax  return  with  respect  to  the  year  in  which  the  transfer  was 
made. 

The  provision  applies  to  transfers  made  after  December  31,  1985. 
A  specified  transitional  rule  is  provided. 

12.  Windfall  profit  tax  (sec.  1879(n)  of  the  Act  and  sec.4991  of  the 

Code) 

Prior  Law 

The  windfall  profit  tax  provides  an  exemption  for  oil  held  by  cer- 
tain charitable  organizations. 

Explanation  of  Provision 

The  Act  provides  that  the  exemption  for  "qualified  charitable  in- 
terests" includes  an  interest  held  by  the  Episcopal  Royalty  Compa- 
ny. 
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13.  Certain   transfers   of  property   subject   to   restrictions   (sec. 
1879(p)  of  the  Act  and  sec.  252  of  ERTA) 

Prior  Law 

The  Economic  Recovery  Tax  Act  of  1981  provided  that  stock  sub- 
ject to  the  restrictions  of  section  16(b)  of  the  Securities  Exchange 
Act  of  1934  is  treated  as  being  subject  to  a  substantial  risk  of  for- 
feiture and  nontransferable  for  the  six  month  period  following  re- 
ceipt of  the  stock  during  which  that  section  applies.  Thus,  unless 
the  taxpayer  elects  (under  sec.  83(b))  to  be  taxed  when  the  stock  is 
received,  the  taxpayer  must  include  in  income  (and  the  employer 
may  deduct),  at  the  expiration  of  the  period  during  which  section 
16(b)  is  applicable,  the  value  of  the  stock  at  such  time,  less  any 
amount  the  taxpayer  paid  for  the  stock. 

Explanation  of  Provision 

The  Act  permits  certain  individuals  who  received  stock  in  1973 
pursuant  to  the  exercise  of  employee  stock  options  to  elect  to  have 
section  252  of  the  Economic  Recovery  Stock  Act  of  1981  apply  ret- 
roactively (i.e.,  with  respect  to  transfers  before  December  31,  1981) 
in  certain  limited  circumstances.  Under  the  Act,  any  reduction  in 
tax  pursuant  to  such  election  could  not  exceed  $100,000  with  re- 
spect to  any  one  employee.  The  statute  of  limitations  is  amended 
by  the  Act  to  permit  refunds  or  credits,  or  assessments,  attributa- 
ble to  the  provisions  of  the  Act. 

14.  Treatment  of  stripped  tax-exempt  bonds  (sec.  1879(s)  of  the 
Act  and  sec.  1286(d)  of  the  Code) 

Prior  Law 

Under  prior  (and  present)  law,  if  coupons  were  detached 
("stripped")  from  a  taxable  bond,  the  seller  of  the  stripped  bond  or 
coupons  was  required  to  allocate  the  basis  of  the  bonds  with  cou- 
pons attached  between  the  components  retained  and  those  disposed 
of  based  on  their  relative  fair  market  values.  The  purchaser,  and 
the  person  stripping  the  bond  to  the  extent  he  retained  compo- 
nents, were  required  to  accrue  currently  original  issue  discount 
under  section  1272  with  respect  to  the  purchased  (retained)  compo- 
nents to  the  extent  the  stated  redemption  price  at  maturity  exceed- 
ed the  bond's  or  coupon's  basis  (sec.  1286). 

Similarly,  in  the  case  of  a  stripped  tax-exempt  bond,  both  the 
person  stripping  the  bond  and  the  purchaser  were  required  under 
prior  (and  present)  law  to  allocate  basis  between  the  bond  and  the 
coupons.  However,  stripped  tax-exempt  bonds  and  coupons  were 
not  subject  to  the  periodic  income  inclusion  rules;  thus,  there  was 
no  current  inclusion  of  original  issue  discount.  Gain  realized  on  the 
sale  or  redemption  of  the  stripped  tax-exempt  bond  was  taxable  as 
ordinary  income. 

The  tax  treatment  of  the  coupons  stripped  from  a  tax-exempt 
bond  was  uncertain  under  prior  law. 


199 

Explanation  of  Provision 

The  Act  clarifies  the  treatment  of  stripped  bonds  and  coupons  re- 
sulting fi*om  the  strip  of  a  tax-exempt  obligation.  Under  the  Act,  in 
the  case  of  a  stripped  tax-exempt  bond  or  coupon  stripped  from  a 
tax-exempt  bond,  tax-exempt  original  issue  discount  accrues  in  an 
amount  not  in  excess  of  the  amount  that  produces  a  yield  to  matu- 
rity equal  to  the  lower  of  the  coupon  rate  on  the  bond  or  the  actual 
yield  (based  on  the  purchase  price)  of  the  stripped  bond  or  coupon. 
Congress  intended  that  if  a  taxpayer  can  establish  the  actual  yield 
of  the  obligation  (with  all  coupons  attached)  at  the  time  of  original 
issue,  the  taxpayer  may  elect  to  use  such  yield  in  lieu  of  the 
coupon  rate  for  purposes  of  this  computation.  Original  issue  dis- 
count accruing  under  this  provision  is  taken  into  account  in  deter- 
mining the  holder's  adjusted  basis  in  the  instrument  under  section 
1288(a). 

In  addition  to  clarifying  the  treatment  of  the  purchaser  of  a 
stripped  tax-exempt  bond  or  coupon,  the  Act  provides  that  the 
person  who  strips  a  tax-exempt  obligation  may  increase  his  basis 
by  the  amount  of  interest  accrued  on  the  bond  or  coupon  prior  to 
disposition. 

15.  Special  Social  Security  Treatment  for  Church  Employees  (sec. 
1882  of  the  Act,  sec.  2603  of  the  Deficit  Reduction  Act  of  1984, 
sees.  1402  and  3121  of  the  Code  and  sec.  211  of  the  Social  Se- 
curity Act) 

a.  Application  to  members  of  certain  religious  faiths 

Prior  Law 

The  Deficit  Reduction  Act  of  1984  allows  a  church  or  qualifying 
church-controlled  organization  to  make  a  one-time  election  to  ex- 
clude from  the  definition  of  employment,  for  purposes  of  FICA 
taxes,  services  performed  in  the  employ  of  the  church  or  organiza- 
tion. If  an  election  is  made  to  exclude  services  for  FICA  purposes, 
the  employee  is  treated  similarly  to  a  self-employed  person  with  re- 
spect to  those  services.  Thus,  the  employee  is  liable  for  self-employ- 
ment ("SECA")  taxes  on  remuneration  for  such  services.  The 
amount  of  remuneration  on  which  an  employee  of  an  electing  orga- 
nization is  liable  for  SECA  tax  is  generally  the  same  as  the  amount 
which  would  have  been  subject  to  FICA  tax  in  the  absence  of  an 
election. 

Under  section  1402(g)  of  the  Code,  an  exemption  from  SECA 
taxes  is  provided  for  self-employed  members  of  a  religious  sect  (e.g., 
the  Amish)  who  are  adherents  of  established  tenets  or  teachings  of 
that  sect,  by  reason  of  which  such  individuals  are  conscientiously 
opposed  to  public  or  private  death,  retirement,  or  medical  insur- 
ance (including  social  security).  This  exemption  is  not  available  to 
employees.  This  exemption  is  granted  only  upon  application  by  the 
individual,  which  must  include  evidence  of  the  sect's  tenets  or 
teachings  and  of  the  individual's  adherence  to  them.  To  obtain  an 
exemption,  the  individual  must  waive  all  social  security  benefits. 
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Explanation  of  Provision 

The  Act  makes  clear  that  the  exception  from  SECA  taxes  for 
members  of  certain  religious  faiths  (sec.  1402(g))  is  not  available  for 
services  with  respect  to  which  SECA  tax  is  due  as  a  result  of  an 
election  under  the  Act.  Thus,  if  a  member  of  a  religious  faith  cov- 
ered by  the  sec.  1402(g)  exception  is  an  employee  of  a  church  or 
church-controlled  organization,  and  that  church  or  organization 
elects  to  treat  the  employee  as  self-employed  for  PICA  tax  pur- 
poses, the  employee  cannot  also  claim  a  section  1402(g)  exception 
from  SECA  taxes  with  respect  to  those  services.  This  provision  pre- 
vents the  combination  of  an  election  under  the  Act,  and  a  section 
1402(g)  exception,  from  resulting  in  an  avoidance  of  any  employ- 
ment taxes  on  the  services  performed  for  the  electing  organization. 
This  is  consistent  with  the  general  principle  that  the  tax  for  serv- 
ices covered  by  an  election  should  be  determined  (to  the  extent  pos- 
sible) as  it  would  be  under  FICA,  for  which  the  section  1402(g)  ex- 
ception would  be  unavailable.  The  provision  does  not  affect  the  in- 
dividual's ability  to  claim  a  section  1402(g)  exception  with  respect 
to  other  services  not  covered  by  an  election  under  the  Act. 

b.  Computation  of  income  subject  to  SECA  tax 

Prior  Law 

Under  DEFRA,  the  remuneration  on  which  the  employee  of  an 
electing  church  or  organization  is  liable  for  SECA  tax  generally  is 
the  same  as  the  amount  which  would  have  been  subject  to  FICA 
tax  if  that  individual  had  continued  to  be  treated  as  an  employee. 
Thus,  trade  or  business  expenses  are  not  subtracted  in  computing 
self-employment  income  (reimbursed  business  expenses  are  not  in- 
cluded in  self-employment  income,  however),  and  the  $400  thresh- 
old generally  applicable  to  self-employment  income  does  not  apply. 
Similarly,  a  $100  threshold  (per  employer)  for  a  taxable  year  ap- 
plies in  determining  whether  remuneration  for  services  covered  by 
an  election  is  subject  to  SECA  tax.  However,  after  1989  these  em- 
ployees will  be  eligible  for  a  deduction,  in  computing  SECA  taxes, 
for  the  product  of  net  earnings  from  self-employment  and  one-half 
of  the  SECA  rate. 

Explanation  of  Provision 

The  Act  provides  several  changes  to  insure  that  church  employee 
income  will  be  determined,  as  far  as  possible,  using  FICA  princi- 
ples, and  that  the  taxation  of  other  self-employment  income  will 
not  be  affected  by  an  election.  Specifically,  the  Act  specifies  that 
the  SECA  tax  base  for  services  covered  by  an  election  is  to  be  com- 
puted in  a  separate  "basket"  from  the  tax  base  for  other  self-em- 
ployment income.  Thus,  church  employee  income  is  not  reduced  by 
any  deduction,  while  other  income  and  deductions  are  not  affected 
by  items  attributable  to  church  employee  income.^  (This  rule  does 


^  The  "optional"  method  of  computing  self-employment  income  applies  only  to  non-church 
employee  income. 

This  provision  is  effective  only  for  remuneration  paid  or  derived  in  taxable  years  beginning  on 
or  after  January  1,  1986. 
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not  apply  to  the  deduction  for  the  product  of  all  net  self-employ- 
ment earnings  and  one-half  the  SECA  tax  rate,  beginning  after 
1989).  Additionally,  the  $100  threshold  for  taxing  church  employee 
income,  and  the  $400  threshold  applicable  to  other  self-employment 
income,  are  separately  applied  under  the  Act  (i.e.,  church  employee 
income  does  not  count  toward  the  general  $400  threshold). 

c.  Voluntary  revocation  of  election 

Prior  Law 

Under  DEFRA,  a  church  or  organization  must  make  an  election 
to  treat  services  performed  for  the  church  or  organization  as  sub- 
ject to  SECA  (rather  than  FICA)  taxes  before  its  first  quarterly  em- 
plo5rment  tax  return  is  due,  or  if  later,  90  days  after  July  18,  1984. 
Once  made,  that  election  may  not  be  revoked  by  the  church  or  or- 
ganization. However,  an  election  is  to  be  permanently  revoked  by 
the  Treasury  Department  if  the  electing  church  or  organization 
fails  to  provide  required  information  regarding  its  employees  for  a 
period  of  two  years  or  more  and,  upon  request  by  the  Treasury  De- 
partment, fails  to  furnish  previously  unfurnished  information  for 
the  period  covered  by  the  election.  (This  information  is  required  in 
order  to  monitor  compliance  with  the  provisions  of  DEFRA.)  This 
rule  could  allow  an  electing  church  or  organization  effectively  to 
revoke  its  election  by  failing  to  provide  the  required  information. 

Explanation  of  Provision 

The  Act  allows  a  church  or  organization  to  revoke  an  election 
under  regulations  to  be  prescribed  by  the  Treasury  Department. 
The  Act  does  not  amend  the  rules  allowing  the  Treasury  Depart- 
ment to  revoke  an  election  for  failure  to  provide  required  informa- 
tion. A  church  or  organization  which  revokes  an  election  (or  for 
which  the  election  is  revoked)  cannot  make  another  election,  be- 
cause the  time  for  making  such  an  election  has  lapsed. 

16.  Extension  of  time  for  flling  credit  or  refund  with  respect  to 
the  minimum  tax  (sec.  1896  of  the  Act) 

Prior  Law 

The  Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985 
(COBRA)  provided  that  certain  transfers  by  insolvent  farmers  did 
not  give  rise  to  a  minimum  tax  preference.  This  provision  was  ef- 
fective for  taxable  years  beginning  after  December  31,  1981. 

Explanation  of  Provision 

The  Act  provides  that  a  claim  for  refund  or  credit  resulting  from 
the  amendment  made  by  COBRA  may  be  filed  within  one  year 
after  October  22,  1986  (the  date  of  enactment  of  the  1986  Act). 
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17.  Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985 
(COBRA):  continuing  health  care  provision  (sec.  1895(d)  of  the 
Act,  sec.  162(k)  of  the  Code,  sees.  602,  605,  606,  and  607  of  the 
Employee  Retirement  Security  Act  of  1974  (ERISA),  and  sees. 
2202,  2205,  and  2206  of  the  Public  Health  Service  Act  (PHSA)) 

Prior  Law 

COBRA  amended  the  Code  to  add  requirements  relating  to  the 
provision  by  employers  of  continuing  health  care.  In  general, 
COBRA  required  that  employers  provide  certain  qualified  benefici- 
aries— generally,  employees  and  their  spouses  and  dependent  chil- 
dren— with  the  opportunity  to  continue  to  participate  for  a  speci- 
fied period  in  the  employer's  health  plan  despite  the  occurrence  of 
a  "qualifying  event"  that  otherwise  would  have  terminated  such 
participation.  The  employer  may  require  the  qualified  beneficiary 
to  pay  for  the  continued  coverage  under  the  plan. 

The  qualifying  events  that  may  trigger  rights  to  continuation 
coverage  are  (1)  the  death  of  the  employee;  (2)  the  termination  of 
the  employee's  employment  (other  than  by  reason  of  gross  miscon- 
duct); (3)  a  reduction  of  the  employee's  hours;  (4)  the  divorce  or 
legal  separation  of  the  employee;  (5)  the  employee  becoming  enti- 
tled to  benefits  under  Medicare;  and  (6)  a  dependent  child  of  the 
employee  ceasing  to  be  a  dependent  under  the  employer's  plan.  The 
maximum  period  of  continuation  coverage  that  may  be  elected  is 
36  months,  except  in  the  case  of  termination  of  employment  or  re- 
duction of  hours  for  which  the  maximum  period  is  18  months.  How- 
ever, certain  events,  such  as  the  failure  by  the  qualified  beneficiary 
to  pay  the  required  premium  may  trigger  an  earlier  cessation  of 
the  continuation  coverage. 

A  qualified  beneficiary  has  a  prescribed  period  of  time  after  a 
qualifying  event  in  which  to  elect  continuation  coverage.  However, 
such  period  does  not  commence  until  the  employee  receives  notice 
from  the  plan  administrator  of  the  right  to  continuation  coverage. 
In  the  case  of  a  divorce  or  legal  separation  or  a  dependent  child 
ceasing  to  be  a  dependent  under  the  plan,  the  employee  or  quali- 
fied beneficiary  is  required  to  notify  the  plan  administrator  of  the 
qualifying  event,  but  the  Act  does  not  provide  a  time  limit  within 
which  such  notice  is  to  be  provided. 

Explanation  of  Provision 
Notification  requirement 

Under  the  Act,  the  notice  required  with  respect  to  a  divorce, 
legal  separation,  or  a  dependent  child  ceasing  to  be  a  dependent 
child  under  the  plan,  is  to  be  provided  by  the  employee  or  qualified 
beneficiary  to  the  plan  administrator  within  60  days  of  such  event. 
This  60-day  notice  requirement  applies  with  respect  to  qualifying 
events  occurring  after  October  22,  1986. 

Maximum  period  of  continuation  coverage 

The  Act  clarifies  that  there  may  be  more  than  1  qualifying  event 
with  respect  to  a  qualified  beneficiary  that  entitles  the  beneficiary 
to  continuation  coverage  with  respect  to  1  employer,  but  the  cover- 
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age  period  with  respect  to  such  events  generally  is  not  required  to 
exceed  36  months.  Thus,  if  a  second  qualifying  event  (such  as  death 
or  divorce  of  the  covered  employee)  occurs  during  the  18-month 
period  of  continuation  coverage  attributable  to  a  termination  of 
employment  or  reduction  of  hours,  the  qualified  beneficiaries  with 
respect  to  whom  the  second  event  occurred  have  a  maximum  con- 
tinuation coverage  period  of  36  months  from  the  date  of  termina- 
tion or  reduction.  Congress  did  not  intend  this  clarification  to 
affect  the  application  of  the  continuation  coverage  requirements  to 
continuation  coverage  provided  without  regard  to  such  require- 
ments (e.g.,  retiree  coverage).  Thus,  for  example,  if  a  married  em- 
ployee separates  from  service  and,  at  such  time,  declines  continu- 
ation coverage  and  elects  coverage  for  his  spouse  and  himself  under 
an  employer-paid  retiree  plan,  and  subsequently  dies  while  covered 
by  such  plan,  his  surviving  spouse  will  be  a  qualified  beneficiary 
entitled  to  36  months  of  beneficiary-paid  continuation  coverage 
under  the  retiree  plan. 

Election  of  coverage 

The  Act  clarifies  that  each  qualified  beneficiary  is  entitled  to  a 
separate  election  of  continuation  coverage.  For  example,  if  a  cov- 
ered employee  does  not  elect  continuation  coverage.  Congress  in- 
tended that  the  spouse  or  dependent  children  are  entitled  to  elect 
such  coverage.  Moreover,  even  if  the  employee  elects  certain  cover- 
age, the  spouse  or  dependents  may  elect  different  coverage.  Thus, 
for  example,  if  1  family  member  elects  core-only  continuation  cov- 
erage (i.e.,  coverage  only  for  core  benefits),  the  remaining  qualified 
beneficiaries  in  the  family  unit  are  not  bound  by  such  election.  Of 
course,  to  the  extent  qualified  beneficiaries  in  a  single  family  unit 
elect  different  continuation  coverage,  the  family  may  no  longer  be 
entitled  to  pay  the  premium  charge  applicable  to  a  single  family. 
(For  example,  if  a  family  of  4  elected  core-only  continuation  cover- 
age, they  would  be  entitled  to  a  single  family  rate;  however,  if  2 
members  elected  core-only  continuation  coverage  and  2  other  mem- 
bers elected  core  plus  noncore  (such  as  dental  or  vision  care)  con- 
tinuation coverage,  the  plan  could  charge  each  2-member  group  a 
separate  family  rate.) 

Failure  to  pay  premium 

The  Act  provides  that  the  grace  period  for  the  failure  by  a  quali- 
fied beneficiary  to  pay  a  premium  for  continuation  coverage  is  the 
longest  of  (1)  30  days,  (2)  the  period  the  plan  allows  active  employ- 
ees for  failure  to  pay  premiums,  or  (3)  the  period  the  insurance 
company  (or  other  carrier  or  provider)  allows  the  plan  or  the  em- 
ployer for  failure  to  pay  premiums. 

Type  of  coverage 

The  Act  provides  that,  except  as  otherwise  provided  by  the  Secre- 
tary in  order  to  carry  out  the  intent  of  the  continuation  coverage 
requirements,  qualified  beneficiaries  are  to  be  treated  under  the 
plan  in  the  same  manner  as  similarly  situated  beneficiaries  for 
whom  a  qualifying  event  has  not  taken  place.  For  example,  if  the 
plan  provides  for  an  open  enrollment  period,  qualified  beneficiaries 
are  to  be  permitted  to  make  elections  during  the  open  enrollment 


204 

period  in  the  same  manner  as  active  employees.  Such  open  enroll- 
ment period  is  to  be  available  not  only  to  qualified  beneficiaries 
who  are  former  employees  but,  under  the  exception  noted  above,  to 
each  individual  who  is  a  qualified  beneficiary  by  reason  of  being  a 
spouse  or  dependent  child  of  a  covered  employee.  Such  individuals 
are  to  have  the  same  rights  as  active  employees  and  are  not  to  be 
limited  to  the  rights  of  spouses  or  dependent  children  of  active  em- 
ployees. 

A  second  rule  also  falls  within  the  exception  noted  above.  Under 
this  rule.  Congress  intended  that  an  employer  could  not  compel  a 
qualified  beneficiary  to  pay  for  noncore  coverage  in  order  to  take 
continuation  coverage  with  respect  to  core  benefits.  This  rule  is  to 
apply  even  if  active  employees  are  required  to  purchase  (or  simply 
receive)  both  core  and  noncore  benefits  as  part  of  a  single  group  of 
benefits,  without  an  option  to  purchase  different  elements  sepa- 
rately. The  exception  does  not  apply,  however,  in  the  reverse  situa- 
tion: if  active  employees  are  required  to  purchase  (or  simply  re- 
ceive) both  core  and  noncore  benefits  as  part  of  a  single  group  of 
benefits,  a  qualified  beneficiary  could  be  precluded  from  taking  the 
noncore  benefits  without  also  taking  the  core  benefits. 

Also,  under  the  Act,  the  continuation  coverage  requirements 
apply  to  group  health  plans,  which  term  includes,  for  example, 
plans  providing  dental  or  vision  care  (within  the  meaning  of  medi- 
cal care,  as  defined  in  section  213(d)). 

Aggregation  of  employees 

Under  the  Act,  the  rules  aggregating  related  employers  and  the 
employee  leasing  rules  apply  to  the  continuation  coverage  require- 
ments. This  provision  applies  for  years  beginning  after  1986.* 

Nonresident  aliens 

The  Act  provides  that  an  individual  may  not  become  a  qualified 
beneficiary  by  virtue  of  being,  or  being  related  to,  a  nonresident 
alien  who  received  no  earned  income  (within  the  meaning  of  sec. 
911(d)(2))  from  the  employer  which  constituted  income  from  sources 
within  the  United  States  (within  the  meaning  of  sec.  861(a)(3)). 


*  A  technical  correction  may  be  needed  so  that  the  statute  reflects  this  intent.  A  correction 
that  reflected  part  of  this  intent  was  included  in  the  versions  of  H.  Con  Res.  395  which  passed 
the  House  and  Senate  in  the  99th  Congress. 


III.  TECHNICAL  CORRECTIONS  TO  THE  RETIREMENT 
EQUITY  ACT  OF  1984 

A.  Minimum  Participation,  Vesting,  and  Benefit  Accrual  Stand- 
ards (Sec.  1897(a)  of  the  Act,  sec.  203(c)  of  ERISA,  and  sees.  402 
and  411  of  the  Code)  ^ 

If  a  pension,  profit-sharing,  or  stock  bonus  plan  qualifies  under 
the  tax  law  (Code  sec.  401(a)),  then  the  plan  is  accorded  special  tax 
treatment.  With  respect  to  such  a  qualified  plan,  (1)  a  trust  under 
the  plan  generally  is  exempt  from  Federal  income  tax,  (2)  employ- 
ers are  generally  allowed  deductions  (within  limits)  for  plan  contri- 
butions for  the  year  for  which  the  contributions  are  made,  even 
though  participants  are  not  taxed  on  plan  benefits  until  the  bene- 
fits are  distributed,  (3)  benefits  distributed  as  a  lump-sum  distribu- 
tion may  be  accorded  special  long-term  capital  gain  or  income  aver- 
aging treatment,  and  (4)  certain  plan  distributions  may  be  rolled 
over,  tax-free,  to  an  individual  retirement  arrangement  (IRA)  or  to 
another  qualified  plan. 

Under  a  pension  plan  (including  a  profit-sharing  or  stock  bonus 
plan),  benefits  are  provided  to  plan  participants  under  formulas 
that  determine  the  benefit  a  participant  may  earn,  the  portion  of 
that  benefit  that  has  been  earned,  and  the  portion  of  the  earned 
benefit  that  is  nonforfeitable.  Accordingly,  such  plans  provide  rules 
for  determining  whether  an  employee  is  a  plan  participant  (the 
participation  rules),  for  determining  the  portion  of  the  benefit  that 
has  been  earned  (the  benefit  accrual  rules),  and  for  determining 
the  nonforfeitable  percentage  of  a  participant's  accrued  benefit  (the 
vesting  schedule). 

Under  prior  and  present  law,  a  pension  plan  must  satisfy  certain 
minimum  standards  relating  to  (1)  the  conditions  under  which  em- 
ployees may  be  excluded  from  plan  participation,  (2)  the  rate  at 
which  plan  benefits  are  accrued,  and  (3)  the  rate  at  which  benefits 
become  nonforfeitable.  The  participation  standards  limit  exclusions 
based  on  the  age  and  number  of  years  of  service  completed  by  an 
employee.^  The  benefit  accrual  standards  are  based  on  the  number 
of  years  of  plan  participation.  The  vesting  standard  generally  is 
based  on  the  number  of  years  of  service  with  the  employer  complet- 
ed by  the  employee. 


■  References  to  ERISA  mean  the  Employee  Retirement  Income  Security  Act  of  1974,  and  ref- 
erences to  the  Code  mean  the  Internal  Revenue  Code  of  1986. 

2  In  addition,  the  Code  provides  participation  rules  for  qualified  plans.  These  rules  are  de- 
signed to  require  that  qualified  plans  provide  participation  to  a  broad  cross-section  of  employees. 
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1.  Break-in-service  rules 

Prior  Law 
In  general 

Under  prior  and  present  law,  all  years  of  service  with  the  em- 
ployer maintaining  a  qualified  plan  are  taken  into  account  for  pur- 
poses of  determining  (1)  an  employee's  eligibility  to  participate  in 
the  plan,  and  (2)  the  portion  of  a  participant's  accrued  benefit  that 
is  vested.  No  credit  need  be  provided,  however,  for  periods  during 
which  an  employee  is  considered  to  have  a  break  in  service.  In 
some  cases,  an  employee  who  returns  to  work  for  an  employer  after 
a  break  in  service  may  lose  credit  for  service  earned  prior  to  the 
break  in  service. 

Under  the  Retirement  Equity  Act  of  1984  (RE A),  in  the  case  of  a 
nonvested  participant,  years  of  service  completed  with  the  employ- 
er or  employers  maintaining  the  plan  before  any  period  of  consecu- 
tive 1-year  breaks  in  service  are  required  to  be  taken  into  account 
after  a  break  in  service,  unless  the  number  of  consecutive  1-year 
breaks  in  service  equals  or  exceeds  the  greater  of  (1)  5  years,  or  (2) 
the  aggregate  number  of  years  of  service  before  the  consecutive  1- 
year  breaks  in  service. 

In  addition,  in  the  case  of  a  participant  in  a  defined  contribution 
plan  or  in  a  defined  benefit  pension  plan  funded  solely  by  certain 
insurance  contracts,  years  of  service  after  a  break  in  service  are 
not  counted  for  purposes  of  determining  the  vested  percentage  of 
the  participant's  accrued  benefit  derived  from  employer  contribu- 
tions before  the  break  in  service,  if  the  participant  incurs  at  least  5 
consecutive  1-year  breaks  in  service. 

Class-year  vesting 

In  a  class-year  plan,  employees'  rights  to  benefits  attributable  to 
contributions  made  on  their  behalf  with  respect  to  any  plan  year 
are  required  to  be  nonforfeitable  not  later  than  the  close  of  the 
fifth  plan  year  following  the  plan  year  for  which  the  contributions 
were  made.  A  class-year  plan  is  a  profit-sharing,  stock  bonus,  or 
money  purchase  pension  plan  that  provides  for  the  separate  vest- 
ing of  employee's  rights  to  employer  contributions  with  respect  to 
each  plan  year. 

Under  REA,  the  application  of  the  expanded  break-in-service 
rules  to  class-year  plans  was  not  explicitly  stated. 

Lump-sum  distributions 

REA  did  not  explicitly  conform  the  expanded  break-in-service 
rules  with  the  rules  relating  to  the  taxation  of  lump-sum  distribu- 
tions. Under  prior  law,  if  an  employee  separated  from  service  and 
received  a  distribution  prior  to  the  time  at  which  the  employee  in- 
curred 5  consecutive  1-year  breaks  in  service,  the  potential  increase 
in  vesting  that  might  occur  if  the  employee  returned  to  service 
could  make  the  distribution  ineligible  for  special  income  averaging 
tax  treatment  (Code  sec.  402(e)).  ^ 


3  See  generally,  Temp.  Treas.  Reg.  sec.  11.401(e)(4XA)-l(a). 
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Rollovers 

A  similar  problem  could  occur  if  an  employee  separated  from 
service  and  rolled  over  to  an  IRA  or  to  another  qualified  plan  any 
portion  of  a  lump-sum  distribution  representing  100  percent  of  the 
employee's  partially  vested  accrued  benefit.  If  the  employee  re- 
turned to  service  with  the  employer  before  incurring  5  consecutive 
1-year  breaks  in  service,  then  the  employee's  prior  rollover  contri- 
bution could  be  treated  as  failing  to  meet  the  rollover  requirements 
(Code  sec.  402(a)(5)). 

Elapsed  time  method  of  crediting  service 

Under  prior  and  present  law,"*  an  alternative  method  of  crediting 
service  is  provided  under  which  an  employer's  rights  with  respect 
to  plan  participation,  vesting,  and  benefit  accrual  are  not  based  on 
the  actual  completion  of  a  specified  number  of  hours  of  service. 
This  elapsed  time  method  of  crediting  service  is  designed  to  lessen 
the  administrative  burdens  of  recordkeeping. 

Temporary  Treasury  regulations  ^  have  provided  some  guidance 
relating  to  the  application  of  the  maternity  and  paternity  leave 
provisions  of  REA  to  plans  using  the  elapsed  time  method,  but  the 
temporary  regulations  did  not  address  the  application  of  the  break 
in  service  rules  of  REA  to  plans  using  the  elapsed  time  method. 

Explanation  of  Provisions 
Class-year  vesting 

The  Act  generally  conforms  the  break-in-service  rules  applicable 
to  class-year  plans  to  the  break-in-service  rules  provided  for  other 
types  of  plans.  Under  the  Act,  a  class-year  plan  generally  is  to  pro- 
vide that  100  percent  of  each  participating  employee's  right  to  ben- 
efits derived  from  employer  contributions  for  a  plan  year  (the  con- 
tribution year)  is  to  be  nonforfeitable  as  of  the  close  of  the  fifth 
plan  year  of  service  (whether  or  not  consecutive)  with  the  employer 
following  the  contribution  year.  A  plan  year  is  a  plan  year  of  serv- 
ice with  the  employer  if  the  participant  has  not  separated  from 
service  with  the  employer  as  of  the  close  of  the  year. 

The  Act  provides  that,  if  a  participant  incurs  5  consecutive  1- 
year  breaks  in  service  before  the  completion  of  5  plan  years  of  serv- 
ice with  respect  to  a  contribution  year,  then  the  plan  may  provide 
that  the  participant  forfeits  any  right  to  or  derived  from  the  em- 
ployer contributions  for  the  contribution  year. 

The  provision  is  effective  for  contributions  made  for  plan  years 
beginning  after  October  22,  1986,  except  that  the  provision  is  not 
effective  with  respect  to  a  collectively  bargained  plan  until  the  ap- 
plicable effective  date  of  REA  for  that  plan. 

Lump-sum  distributions 

The  Act  conforms  the  rules  relating  to  the  taxation  of  lump-sum 
distributions  to  the  break-in-service  rules.  Under  the  Act,  in  deter- 
mining whether  any  distribution  payable  on  account  of  separation 


■»  Treas.  Reg.  sec.  1.410(a)-7. 

5  Temp.  Treas.  Reg.  sec.  1.410(a)-7T. 


208 

from  service  is  a  lump  sum  distribution,  the  balance  to  the  credit 
of  the  employee  is  determined  without  taking  into  account  any  in- 
crease in  vesting  that  could  occur  if  the  employee  is  reemployed  by 
the  employer. 

Under  the  Act,  however,  if  the  employee  is  reemployed  by  the 
employer  before  the  occurrence  of  5  consecutive  1-year  breaks  in 
service  and  the  nonforfeitable  interest  of  the  employee  in  the 
amount  of  the  pre-break  accrued  benefit  is  thereby  increased,  then 
the  reduction  in  tax  attributable  to  the  treatment  of  the  distribu- 
tion as  a  lump-sum  distribution  is  to  be  recaptured  as  provided  by 
Treasury  regulations.  Such  a  reduction  in  tax  could  occur  on  ac- 
count of  an  election  to  use  averaging  with  respect  to  a  lump-sum 
distribution,  the  special  treatment  of  net  unrealized  appreciation  of 
employer  securities  (Code  sec.  402(e)(4)(J)),  or  long-term  capital 
gains  treatment  for  a  portion  of  a  lump-sum  distribution.  In  addi- 
tion, if  such  a  recapture  is  made,  the  participant's  previous  lump 
sum  distribution  election  is  not  taken  into  account  in  determining 
whether  the  employee  is  eligible  to  make  another  such  election. 

Rollovers 

The  Act  provides  that,  in  determining  whether  a  distribution  to 
an  employee  on  account  of  separation  from  service  is  eligible  to  be 
rolled  over  to  another  plan  or  to  an  IRA,  the  balance  to  the  credit 
of  the  employee  is  determined  without  regard  to  any  increased 
vesting  that  may  occur  if  the  employee  returns  to  service  with  the 
employer.  However,  if  (1)  the  employee  excludes  the  distribution 
from  income  on  account  of  a  rollover,  (2)  the  employee  returns  to 
service  with  the  employer  before  incurring  5  consecutive  1-year 
breaks  in  service  and  (3)  the  vested  percentage  of  benefits  accrued 
before  the  separation  from  service  is  increased,  then  any  subse- 
quent distributions  to  the  employee  from  the  plan  in  which  the  in- 
creased vesting  occurs  are  not  eligible  for  income  averaging  or  cap- 
ital gains  treatment. 

The  rule  denying  eligibility  for  forward  averaging  or  capital 
gains  treatment  on  subsequent  distributions  does  not  apply  if  the 
distribution  that  was  rolled  over  was  made  without  the  consent  of 
the  participant  (e.g.,  the  amount  distributed  did  not  exceed  $3,500). 

Elapsed  time  method  of  crediting  service 

The  Congress  directs  the  Treasury  Department  to  provide,  within 
a  reasonable  period  of  time  after  October  22,  1986,  additional  guid- 
ance to  taxpayers  on  the  application  of  the  break  in  service  rules  to 
plans  that  use  the  elapsed  time  method  of  crediting  service.  It  is 
not  intended  that  such  guidance  is  to  be  limited  to  the  issuance  of 
regulations. 

2.  Mandatory  employee  contributions 

Prior  Law 

Under  prior  and  present  law,  a  right  to  an  accrued  benefit  de- 
rived from  employer  contributions  under  a  qualified  plan  is  not 
treated  as  forfeitable  merely  because  the  plan  provides  that,  in  the 
case  of  a  participant  who  is  not  at  least  50  percent  vested  in  the 
accrued  benefits  derived  from  employer  contributions,  the  accrued 
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benefit  may  be  forfeited  if  the  employee  withdraws  any  portion  of 
the  mandatory  contributions.  Mandatory  employee  contributions 
mean  amounts  contributed  to  the  plan  by  the  employee  that  are  re- 
quired (1)  as  a  condition  of  employment,  (2)  as  a  condition  of  par- 
ticipation in  the  plan,  or  (3)  as  a  condition  of  obtaining  benefits 
under  the  plan  attributable  to  employer  contributions. 

The  rule  permitting  the  forfeiture  of  certain  employer  contribu- 
tions does  not  apply  unless  the  plan  provides  that  any  accrued  ben- 
efit forfeited  is  restored  upon  repayment  by  the  participant  of  the 
amount  of  mandatory  contributions  withdrawn,  plus  interest  in  the 
case  of  a  defined  benefit  plan.  Under  prior  law,  in  the  case  of  a  de- 
fined contribution  plan,  the  plan  could  provide  that  such  repay- 
ment must  be  made  before  the  participant  had  a  single  1-year 
break  in  service  after  the  withdrawal. 

Under  prior  and  present  law,  a  similar  rule  permits  certain  serv- 
ice to  be  disregarded  if  attributable  to  amounts  distributed  to  the 
employee  on  account  of  a  separation  from  service.  This  rule  applies 
for  purposes  of  determining  the  period  of  an  employee's  service  in 
calculating  accrued  benefits  under  a  plan,  but  does  not  permit 
prior  service  to  be  disregarded  until  the  employee  has  at  least  5 
consecutive  1-year  breaks  in  service. 

Explanation  of  Provision 

The  Act  conforms  the  rule  relating  to  the  period  for  repayment 
of  mandatory  contributions  to  the  rule  relating  to  the  repayment  of 
accrued  benefits  after  separation  from  service  and  extends  both 
rules  to  apply  in  the  case  of  a  defined  benefit  plan  as  well  as  a  de- 
fined contribution  plan.  The  provision  clarifies  that  the  repayment 
period  during  which  a  plan  must  permit  an  employee  to  repay 
mandatory  contributions  does  not  end  before  a  participant  has  5 
consecutive  1-year  breaks  in  service. 

A  plan  may  provide  that  repayment  of  withdrawn  amounts  is  re- 
quired to  be  made  no  later  than  (1)  5  years  after  the  date  of  the 
withdrawal,  or  (2)  in  the  case  of  a  distribution  on  account  of  sepa- 
ration from  service,  the  earlier  of  (a)  5  years  after  the  date  the  in- 
dividual is  reemployed  by  the  employer  or  (b)  the  date  upon  which 
the  individual  incurs  5  consecutive  1-year  breaks  in  service. 

3.  Maximum  age  requirement 

Prior  Law 

RE  A  reduced  from  25  to  21  the  maximum  age  requirement  that 
a  qualified  plan  may  impose  as  a  condition  of  plan  participation. 
Thus,  under  prior  and  present  law,  a  qualified  plan  generally  may 
not  require,  as  a  condition  of  participation,  completion  of  more 
than  1  year  of  service  or  attainment  of  an  age  greater  than  21 
(whichever  occurs  later).  RE  A  did  not  lower  the  maximum  age  re- 
quirement applicable  to  simplified  employee  pensions  (SEPs). 

Explanation  of  Provision 

Effective  for  plan  years  beginning  after  October  22,  1986,  the  Act 
reduces  from  25  to  21  the  maximum  age  requirement  that  a  SEP 
may  impose  as  a  condition  of  plan  participation.  Thus,  a  SEP  may 
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not  require,  as  a  condition  of  participation,  attainment  of  an  age 
greater  than  21  or  the  performance  of  service  during  more  than  3 
of  the  immediately  preceding  5  calendar  years  (whichever  occurs 
later). 


B.  Survivor  Benefit  Requirements  (Sec.  1897(b)  of  the  Act,  sec. 
205  of  ERISA,  and  sees.  401  and  417  of  the  Code) 

1.  Coordination  between  qualified  joint  and  survivor  annuity  and 
qualified  preretirement  survivor  annuity 

Prior  Law 

A  pension  plan  (including  certain  profit-sharing  or  stock  bonus 
plans)  is  generally  required  to  provide  survivor  benefits  to  the 
spouse  of  a  plan  participant  who  survives  the  participant.  In  the 
case  of  a  participant  who  retires  under  the  plan,  the  participant's 
accrued  benefit  is  to  be  paid  in  the  form  of  a  qualified  joint  and 
survivor  annuity,  unless  the  participant  and  the  participant's 
spouse  (if  any)  waive  the  joint  and  survivor  annuity  in  favor  of  an- 
other form  of  benefit. 

Prior  and  present  law  requires  that,  in  the  case  of  a  vested  par- 
ticipant who  dies  before  the  participant's  annuity  starting  date,  the 
participant's  surviving  spouse  is  to  receive  a  qualified  preretire- 
ment survivor  annuity  unless  the  benefit  was  previously  waived  by 
the  participant  with  the  spouse's  consent.  The  participant's  annu- 
ity starting  date  is  defined  as  the  first  day  of  the  first  period  for 
which  an  amount  is  received  as  an  annuity,  whether  by  reason  of 
retirement  or  disability,  under  the  plan. 

It  is  unclear  under  prior  law  what  survivor  benefit  provisions 
(i.e.,  the  qualified  joint  and  survivor  annuity  provisions  or  the 
qualified  preretirement  survivor  annuity  provisions)  applied  in  the 
case  of  (1)  a  participant  who  retires  or  attains  the  normal  retire- 
ment age  under  the  plan,  but  dies  prior  to  the  participant's  annu- 
ity starting  date,  and  (2)  a  participant  who  receives  a  disability 
benefit  under  a  plan. 

Explanation  of  Provision 

In  general 

The  Act  clarifies  and  coordinates  the  application  of  the  qualified 
joint  and  survivor  annuity  and  qualified  preretirement  survivor  an- 
nuity provisions  in  the  case  of  (1)  an  individual  who  dies  before  or 
after  the  annuity  starting  date,  and  (2)  an  individual  who  receives 
a  disability  benefit  under  a  plan. 

Coordination  of  preretirement  survivor  annuity  and  joint  and  survi- 
vor annuity 

The  Act  provides  that  the  survivor  benefit  payable  to  a  partici- 
pant's spouse  is  to  be  provided  in  the  form  of  a  qualified  joint  and 
survivor  annuity  if  the  participant  does  not  die  before  the  annuity 
starting  date  unless  the  benefit  is  waived  in  favor  of  another  bene- 
ficiary and  the  spouse  consents  to  the  waiver.  As  under  prior  law, 
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the  qualified  preretirement  survivor  annuity  rules  apply  in  the 
case  of  a  death  before  the  annuity  starting  date  if  the  preretire- 
ment survivor  annuity  has  not  been  waived. 

Thus,  if  a  participant  dies  after  separation  from  service  or  attain- 
ment of  normal  retirement  age,  but  prior  to  the  participant's  annu- 
ity starting  date,  the  survivor  benefit  payable  to  the  participant's 
spouse  is  to  be  paid  in  the  form  of  a  qualified  preretirement  survi- 
vor annuity. 

Disability  benefits 

The  Act  amends  the  definition  of  a  participant's  annuity  starting 
date  to  exclude  the  commencement  of  disability  benefits,  but  only 
if  the  disability  benefit  is  an  auxiliary  benefit.  If  a  participant  re- 
ceiving a  disability  benefit  will,  upon  attainment  of  early  or 
normal  retirement  age,  receive  a  benefit  that  satisfies  the  accrual 
and  vesting  rules  of  section  411  (without  taking  the  disability  bene- 
fit payments  up  to  that  date  into  account),  the  disability  benefit 
may  be  characterized  as  auxiliary. 

For  example,  consider  a  married  participant  who  becomes  dis- 
abled at  age  45  with  a  deferred  vested  accrued  benefit  of  $100  per 
month  commencing  at  age  65  in  the  form  of  a  joint  and  survivor 
annuity.  If  the  participant  is  entitled  under  the  plan  to  a  disability 
benefit  and  is  also  entitled  to  a  benefit  of  not  less  than  $100  per 
month  commencing  at  age  65,  whether  or  not  the  participant  is 
still  disabled,  the  payments  made  to  the  participant  between  ages 
45  and  65  would  be  considered  auxiliary.  Thus,  the  participant's 
annuity  starting  date  would  not  occur  until  the  participant  at- 
tained age  65.  The  participant's  surviving  spouse  would  be  entitled 
to  receive  a  qualified  preretirement  survivor  annuity  if  the  partici- 
pant died  before  age  65,  and  the  survivor  portion  of  a  qualified 
joint  and  survivor  annuity  if  the  participant  died  after  age  65.  The 
value  of  the  qualified  preretirement  survivor  annuity  payable  upon 
the  participant's  death  prior  to  age  65  is  computed  by  reference  to 
the  qualified  joint  and  survivor  annuity  that  would  have  been  pay- 
able had  the  participant  survived  to  age  65. 

If,  in  the  above  example,  the  participant's  benefit  payable  at  age 
65  were  reduced  to  $90  per  month  as  a  result  of  the  disability  bene- 
fits paid  to  the  participant  prior  to  age  65,  the  disability  benefit 
would  not  be  auxiliary.  The  benefit  of  $90  per  month  payable  at 
age  65  would  not,  without  taking  into  account  the  disability  benefit 
payments  prior  to  age  65,  satisfy  the  minimum  vesting  and  accrual 
rules  of  section  411  of  the  Code.  Accordingly,  the  first  day  of  the 
first  period  for  which  the  disability  payments  are  made  constitute 
the  participant's  annuity  starting  date,  and  any  benefits  paid  to 
the  participant  are  required  to  be  paid  in  the  form  of  a  qualified 
joint  and  survivor  annuity  (unless  waived  by  the  participant  with 
the  consent  of  the  spouse). 

2.  Transferee  plan  rules 

Prior  Law 

The  provisions  of  prior  and  present  law  relating  to  survivor  bene- 
fits generally  apply  to  any  pension  plan.  However,  the  survivor 
benefit  requirements  do  not  apply  with  respect  to  a  participant 
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under  a  profit-sharing  or  stock  bonus  plan  if  (1)  the  plan  provides 
that  the  nonforfeitable  accrued  benefits  of  a  deceased  participant 
will  be  paid  to  the  surviving  spouse  of  the  participant  (or  to  an- 
other beneficiary  if  the  surviving  spouse  consents  or  if  there  is  no 
surviving  spouse),  (2)  under  a  plan  that  provides  for  benefits  in  the 
form  of  a  life  annuity,  the  participant  does  not  elect  payment  of 
benefits  in  the  form  of  a  life  annuity,  and  (3)  with  respect  to  the 
participant,  the  plan  is  not  a  direct  or  indirect  transferee  of  a  plan 
required  to  provide  survivor  benefits. 

A  plan  is  a  transferee  of  a  plan  required  to  provide  survivor  ben- 
efits if  the  plan  (1)  receives  a  direct  transfer  of  assets  in  connection 
with  a  merger,  spinoff,  or  conversion  of  a  plan  that  is  subject  to  the 
survivor  benefit  requirements,  or  (2)  receives  a  direct  transfer  of 
assets  solely  with  respect  to  the  participant.  Also,  a  plan  is  a  trans- 
feree plan  with  respect  to  a  participant  if  it  receives  amounts  from 
a  plan  that  is  a  transferee  plan  with  respect  to  that  participant.  A 
plan  is  not  a  transferee  plan  merely  because  it  receives  rollover 
contributions  from  another  plan.  The  transferee  plan  rules  do  not 
apply  in  the  case  of  a  rollover  contribution  because  the  consent  of 
the  participant's  spouse  had  to  be  obtained  in  order  to  make  the 
plan  distribution  that  qualified  for  rollover  treatment. 

Explanation  of  Provision 

The  Act  includes  two  provisions  relating  to  the  transferee  plan 
rules.  First,  the  Act  clarifies  that  a  plan  is  not  to  be  considered  a 
transferee  plan  on  account  of  a  transfer  completed  before  January 
1,  1985. 

In  addition,  the  Act  clarifies  that  the  transferee  plan  rule  is  lim- 
ited to  benefits  attributable  to  the  transferred  assets  if  separate  ac- 
counting is  provided  for  the  transferred  assets  and  the  allocable  in- 
vestment 5deld  from  those  assets.  Under  the  Act,  if  separate  ac- 
counting is  not  maintained  for  transferred  assets  (and  any  alloca- 
ble investment  yield)  with  respect  to  an  employee,  then  the  survi- 
vor benefit  requirements  apply  to  all  benefits  payable  with  respect 
to  the  employee  under  the  plan. 

3.  Rules  relating  to  qualified  preretirement  survivor  annuity 

Prior  Law 

Under  prior  and  present  law,  a  qualified  preretirement  survivor 
annuity  is  defined  as  an  annuity  for  the  life  of  the  surviving  spouse 
of  the  participant.  The  amount  of  each  payment  under  a  qualified 
preretirement  survivor  annuity  is  not  to  be  less  than  the  payment 
that  would  have  been  made  under  a  qualified  joint  and  survivor 
annuity  if  (1)  in  the  case  of  a  participant  who  dies  after  attaining 
the  earliest  retirement  age  under  the  plan,  the  participant  had  re- 
tired with  an  immediate  qualified  joint  and  survivor  annuity  on 
the  day  before  the  participant's  death,  and  (2)  in  the  case  of  a  par- 
ticipant who  dies  on  or  before  the  earliest  retirement  age  under  the 
plan,  the  participant  had  separated  from  service  on  the  date  of 
death,  survived  until  the  earliest  retirement  age,  and  retired  at 
that  time  with  a  qualified  joint  and  survivor  annuity.  Under  prior 
law,  the  term  "earliest  retirement  age"  was  defined  as  the  earliest 
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date  on  which,  under  the  plan,  the  participant  could  elect  to  re- 
ceive retirement  benefits. 

Under  a  special  rule  for  defined  contribution  plans  that  are  sub- 
ject to  the  survivor  benefit  requirements,  the  term  "qualified  prere- 
tirement survivor  annuity"  is  defined  as  an  annuity  for  the  life  of 
the  surviving  spouse  the  actuarial  equivalent  of  which  is  not  less 
than  50  percent  of  the  account  balance  of  the  participant  as  of  the 
date  of  death. 

A  plan  may  permit  a  surviving  spouse  to  elect  to  have  survivor 
benefits  paid  in  a  form  other  than  an  annuity,  but  only  if  the  value 
of  the  alternative  form  of  benefits  is  not  less  than  the  actuarial 
equivalent  of  the  required  survivor  benefit. 

For  purposes  of  the  survivor  benefit  requirements,  a  vested  par- 
ticipant is  any  participant  (whether  or  not  still  employed  by  the 
employer  at  the  time  of  death)  who  has  a  nonforfeitable  right  to 
any  portion  of  the  accrued  benefit  under  the  plan  derived  from  em- 
ployer contributions. 

Under  prior  and  present  law,  a  plan  that  is  subject  to  the  survi- 
vor benefit  requirements  may  nevertheless  provide  that  a  joint  and 
survivor  annuity  or  a  qualified  preretirement  survivor  annuity  will 
not  be  paid  unless  the  participant  and  spouse  have  been  married 
throughout  the  1-year  period  ending  on  the  earlier  of  the  partici- 
pant's annuity  starting  date,  or  the  date  of  the  participant's  death. 
However,  in  the  case  of  a  plan  that  is  exempt  from  the  survivor 
benefit  requirements,  because  the  plan  provides  that  the  nonforfeit- 
able accrued  benefits  of  a  deceased  participant  will  be  paid  to  the 
surviving  spouse  of  the  participant,  prior  law  was  unclear  as  to 
whether  the  plan  could  provide  for  the  payment  of  the  partici- 
pant's nonforfeitable  accrued  benefit  (without  the  consent  of  the 
surviving  spouse)  to  a  beneficiary  other  than  the  surviving  spouse, 
unless  the  participant  and  surviving  spouse  had  been  married  at 
least  1  year  as  of  the  death  of  the  participant. 

Explanation  of  Provisions 

The  Act  clarifies  that,  in  the  case  of  a  participant  who  separates 
from  service  prior  to  death,  the  amount  of  the  qualified  preretire- 
ment survivor  annuity  is  to  be  calculated  by  reference  to  the  actual 
date  of  separation  from  service,  rather  than  the  date  of  death. 
Thus,  for  purposes  of  calculating  the  qualified  preretirement  survi- 
vor annuity,  a  participant  is  not  considered  to  accrue  benefits  after 
the  date  of  separation  from  service. 

The  Act  also  clarifies  that,  under  the  special  rule  for  defined  con- 
tribution plans,  a  qualified  preretirement  survivor  annuity  payable 
to  a  participant's  surviving  spouse  is  required  to  be  the  actuarial 
equivalent  of  not  less  than  50  percent  of  the  account  balance  in 
which  the  participant  was  vested  as  of  the  date  of  death.  For  pur- 
poses of  determining  who  is  a  vested  participant  subject  to  the  sur- 
vivor benefit  provisions,  the  Act  provides  that  a  participant's  ac- 
crued benefit  includes  accrued  benefits  derived  from  employee  con- 
tributions. 

The  Act  also  clarifies  that  a  plan  that  is  exempt  from  the  survi- 
vor benefit  provisions  may  provide  for  the  payment  of  the  partici- 
pant's nonforfeitable  accrued  benefit  (without  the  consent  of  the 
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participant's  surviving  spouse)  to  a  beneficiary  other  than  the  par- 
ticipant's spouse  if  the  participant  and  spouse  have  been  married 
for  less  than  1  year  as  of  the  death  of  the  participant. 

The  Congress  is  aware  that  questions  have  arisen  concerning  the 
definition  of  a  participant's  "earUest  retirement  age."  The  Con- 
gress intends  that  a  participant's  "earhest  retirement  age"  should 
be  determined  by  taking  in  account  only  the  participant's  actual 
years  of  service  at  the  time  of  the  participant's  separation  from 
service  or  death.  Thus,  in  the  case  of  a  plan  under  which  partici- 
pants may  not  receive  a  benefit  under  the  plan  until  the  partici- 
pant attains  age  65,  or  upon  attainment  of  age  55  and  completion 
of  10  years  of  service,  the  earliest  retirement  age  of  a  participant 
who  died  or  separated  from  service  with  only  8  years  of  service 
would  be  age  65.  On  the  other  hand,  if  a  participant  died  or  sepa- 
rated from  service  after  completing  10  years  of  service,  the  earliest 
retirement  age  would  occur  when  the  participant  would  have  at- 
tained age  55  (if  the  participant  had  survived). 

4.  Spousal  consent  requirements 

Prior  Laic 

Under  prior  and  present  law,  the  consent  of  a  participant's 
spouse  is  required  for  an  election  to  waive  the  qualified  joint  and 
survivor  annuity  or  the  qualified  preretirement  survivor  annuity. 
This  consent  is  to  be  given  in  writing  at  the  time  of  the  partici- 
pant's election,  and  the  consent  is  to  acknowledge  the  effect  of  the 
election.  A  consent  is  not  valid  unless  it  is  witnessed  by  a  plan  rep- 
resentative or  a  notary  public.  Any  consent  obtained  is  effective 
only  with  respect  to  the  spouse  who  signs  it. 

Spousal  consent  to  a  waiver  is  not  required  if  it  is  established  to 
the  satisfaction  of  a  plan  representative  that  there  is  no  spouse  be- 
cause the  spouse  cannot  be  located,  or  because  of  such  other  cir- 
cumstances as  the  Secretary  of  the  Treasury  may  by  regulations 
prescribe. 

A  spouse's  consent  to  waive  a  death  benefit  under  a  profit-shar- 
ing or  stock  bonus  plan  not  otherwise  subject  to  the  survivor  bene- 
fit requirements  is  to  be  made  in  the  same  manner  as  the  spousal 
consent  to  waive  a  qualified  joint  and  survivor  annuity  or  a  quali- 
fied preretirement  survivor  annuity.  REA  did  not  require  spousal 
consent  under  an  exempt  profit-sharing  or  stock  bonus  plan  to  be 
made  at  the  same  time  as  spousal  consent  under  a  plan  subject  to 
the  survivor  benefit  requirements.  Thus,  REA  generally  did  not  re- 
quire that  spousal  consent  be  obtained  to  make  a  distribution,  such 
as  an  in-service  withdrawal,  to  a  participant  under  a  profit-sharing 
or  stock  bonus  plan  not  subject  to  section  401(a)(ll). 

A  plan  may  immediately  distribute  the  present  value  of  the  ben- 
efit under  either  the  qualified  joint  and  survivor  annuity  or  the 
qualified  preretirement  survivor  annuity  if  the  present  value  of  the 
benefit  does  not  exceed  $3,500.  An  accrued  benefit  is  immediately 
distributable  if  any  part  of  the  benefit  may  be  distributed  to  the 
participant  before  the  later  of  the  normal  retirement  age  or  age  62. 

No  "cash-out"  may  be  made  after  the  annuity  starting  date 
unless  the  participant  and  the  participant's  spouse  (or  the  surviv- 
ing spouse  of  the  participant)  consent  in  writing  to  the  distribution. 
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Thus,  a  plan  could  permit  a  participant  and  the  participant's 
spouse  (or  a  participant's  spouse)  to  change  the  form  of  benefits  re- 
ceived under  the  plan  after  the  annuity  starting  date. 

In  addition,  if  the  present  value  of  the  benefit  under  the  quali- 
fied joint  and  survivor  annuity  or  the  qualified  preretirement  sur- 
vivor annuity  exceeds  $3,500,  then  the  consent  of  the  participant 
and  spouse  (or  the  surviving  spouse  if  the  participant  has  died) 
must  be  obtained  before  the  plan  can  immediately  distribute  any 
part  of  the  present  value  in  a  form  other  than  a  qualified  joint  and 
survivor  annuity  or  a  qualified  preretirement  survivor  annuity. 

Prior  and  present  law  does  not  preclude  a  plan  from  permitting 
a  spouse  to  make  a  conditional  waiver  of  a  survivor  benefit.  For  ex- 
ample, a  plan  could  offer  a  spouse  the  right  to  waive  a  qualified 
preretirement  survivor  annuity,  effective  only  if  the  present  value 
of  the  annuity  is  less  than  another  death  benefit  payable  to  the 
spouse  under  the  plan. 

Under  prior  law,  it  was  unclear  whether  the  waiver  of  a  quali- 
fied joint  and  survivor  annuity  or  a  qualified  preretirement  survi- 
vor annuity  by  a  nonparticipant  spouse  was  a  taxable  transfer  for 
purposes  of  the  gift  tax  provisions. 

Explanation  of  Provisions 
Designation  of  nonspouse  beneficiary 

Under  the  Act,  a  spouse's  consent  to  waive  a  qualified  joint  and 
survivor  annuity  or  a  qualified  preretirement  survivor  annuity  is 
not  valid  unless  the  consent  (1)  names  a  designated  beneficiary  who 
will  receive  any  survivor  benefits  under  the  plan  and  the  form  of 
any  benefits  paid  under  the  plan  (including  the  form  of  benefits 
that  the  designated  beneficiary  will  receive),  or  (2)  acknowledges 
that  the  spouse  has  the  right  to  limit  consent  only  to  a  specific  ben- 
eficiary or  a  specific  form  of  benefits,  and  that  the  spouse  voluntar- 
ily elects  to  relinquish  one  or  both  of  such  rights. 

The  spousal  consent  form  is  to  contain  such  information  as  may 
be  appropriate  to  disclose  to  the  spouse  the  rights  that  are  relin- 
quished. If  the  consent  names  a  designated  beneficiary,  then  any 
subsequent  change  to  the  beneficiary  designation  (or  the  form  of 
distribution,  if  any,  specified  in  the  consent)  is  invalid  unless  a  new 
consent  is  obtained  from  the  participant's  spouse.  Of  course,  spous- 
al consent  is  not  required  if  a  participant  dies  and  the  beneficiary 
designated  (with  spousal  consent)  to  receive  the  participant's  death 
benefit  elects  to  receive  the  benefit  in  a  form  not  specified  in  the 
waiver. 

If  a  plan  is  required  to  permit  the  waiver  of  a  survivor  benefit, 
the  Congress  intends  that  the  plan  may  not  restrict  the  spouse's 
ability  to  waive  a  benefit  by  providing  only  a  general  consent  to 
waive  under  which  a  spouse  relinquishes  the  right  to  designate  a 
beneficiary  or  a  form  of  benefit.  Thus,  a  spouse  is  always  permitted 
to  waive  a  survivor  benefit  only  in  favor  of  a  specific  beneficiary  or 
a  specific  form  of  benefit.  The  Congress  intends  that,  if  a  plan  per- 
mits a  general  consent,  the  acknowledgment  of  the  general  consent 
should  indicate  that  the  spouse  is  aware  that  a  more  limited  con- 
sent could  be  provided. 
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Similar  rules  relating  to  the  manner  in  which  spousal  consent  is 
obtained  apply  to  a  spousal  consent  obtained  to  waive  a  death  ben- 
efit under  a  profit-sharing  or  stock  bonus  plan  that  is  not  otherwise 
subject  to  the  survivor  benefit  requirements. 

Spousal  consent  with  respect  to  loans 

In  addition,  under  the  Act,  in  the  case  of  a  participant's  benefit 
that  is  not  exempt  from  the  survivor  benefit  requirements,  a  plan 
is  to  provide  that  no  portion  of  the  accrued  benefit  of  the  partici- 
pant may  be  used  as  security  for  any  loan  unless,  at  the  time  the 
security  agreement  is  entered  into,  the  participant's  spouse  (deter- 
mined as  of  the  date  the  security  agreement  is  entered  into)  con- 
sents to  the  use  of  the  accrued  benefit  as  security.  If  the  individual 
who  is  the  participant's  spouse  at  the  time  that  the  security  agree- 
ment is  entered  into  consents,  then  the  plan  is  not  prevented  by 
the  spousal  consent  rules  from  realizing  its  security  interest  in  the 
event  of  a  default  on  the  participant's  loan,  even  if,  at  the  time  of 
the  default,  the  participant  is  married  to  a  different  spouse.  Simi- 
larly, if  a  participant  is  not  married  at  time  the  security  agreement 
is  executed,  then  the  plan  is  not  prevented  from  realizing  its  secu- 
rity interest  if  a  default  on  the  loan  subsequently  occurs  when  the 
participant  is  married. 

For  example,  assume  that  a  spouse  consents  to  a  pledge  of  the 
participant's  account  balance  as  security  for  a  loan  from  the  plan. 
Under  the  plan,  the  plan  administrator  is  to  realize  on  the  security 
for  the  loan  if  it  is  not  repaid  by  the  time  the  employee  separates 
from  service.  Because  the  spouse  consented  to  the  loan,  the  plan  is 
not  prevented  from  using  the  security  (i.e.,  the  account  balance)  to 
recover  the  amount  due  on  the  loan.  In  addition,  if  the  participant 
had  remarried  after  the  loan  was  made  but  before  the  plan  realized 
on  its  security,  then  the  consent  of  the  first  spouse  would  continue 
to  be  effective  for  purposes  of  determining  the  plan's  ability  to  real- 
ize its  security  interest. 

In  the  case  of  a  participant  whose  accrued  benefit  is  not  subject 
to  the  survivor  benefit  provisions  at  the  time  the  security  is  provid- 
ed (e.g.,  a  profit-sharing  plan  that  is  not  a  transferee  plan  with  re- 
spect to  the  participant),  the  plan  will  not  be  treated  as  failing  to 
meet  the  survivor  benefit  requirements  if  the  participant's  benefit 
is  used  as  security  for  a  loan  and  spousal  consent  is  not  obtained 
for  the  use  of  the  accrued  benefit  as  security,  even  if  the  plan  sub- 
sequently becomes  subject  to  the  survivor  benefit  requirements 
with  respect  to  the  participant. 

The  Act  further  clarifies  that  for  purposes  of  determining  the 
survivor  benefit,  if  any,  to  which  a  participant's  surviving  spouse  is 
entitled  upon  the  participant's  death,  any  security  interest  held  by 
the  plan  by  reason  of  a  loan  outstanding  to  the  participant  is  taken 
into  account  and,  if  there  is  a  default  on  the  loan,  then  the  partici- 
pant's nonforfeitable  accrued  benefit  is  first  reduced  by  any  securi- 
ty interest  held  by  the  plan  by  reason  of  a  loan  outstanding  to  the 
participant.  The  rule  applies  only  if  (a)  the  loan  is  secured  by  the 
participant's  accrued  benefit  and  (b)  the  spousal  consent  require- 
ments, if  any,  applicable  to  the  participant's  accrued  benefit  at  the 
time  the  security  arrangement  was  entered  into  were  satisfied.  In 
addition,  the  participant's  nonforfeitable  accrued  benefit  is  adjust- 
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ed  (where  appropriate),  taking  into  account  the  terms  of  the  plan 
and  the  terms  of  the  qualified  domestic  relations  order,  by  the 
value  of  amounts  payable  under  any  outstanding  qualified  domestic 
relations  order,  for  purposes  of  determining  the  survivor  benefit,  if 
any,  to  which  the  participant's  surviving  spouse  is  entitled  upon 
the  participant's  death. 

Similarly,  upon  a  married  participant's  retirement,  for  purposes 
of  determining  the  amount  of  the  joint  and  survivor  annuity  pay- 
able to  the  participant  and  spouse,  any  security  held  by  the  plan  by 
reason  of  a  loan  outstanding  to  the  participant  and  the  present 
value  of  any  outstanding  qualified  domestic  relations  order  are 
taken  into  account  in  the  same  manner  as  they  are  taken  into  ac- 
count for  purposes  of  the  qualified  preretirement  survivor  annuity. 

Determination  of  amount  of  preretirement  survivor  annuity 

The  Act  provides  that,  in  the  case  of  a  defined  contribution  plan 
subject  to  the  survivor  benefit  requirements,  the  participant's 
vested  account  balance  (including  any  portion  of  the  account  bal- 
ance attributable  to  employee  contributions)  is  used  for  purposes  of 
determining  the  amount  of  the  qualified  preretirement  survivor  an- 
nuity. 

Scope  of  spousal  consent  requirements 

The  Act  clarifies  that  certain  of  the  election  period  and  notice  re- 
quirements with  respect  to  spousal  consent  also  apply  in  the  case 
of  spousal  consent  (1)  to  waive  a  survivor  benefit  under  a  plan 
exempt  from  the  preretirement  survivor  annuity  and  joint  and  sur- 
vivor annuity  requirements,  (2)  to  permit  the  participant's  accrued 
benefit  to  be  pledged  as  security  for  a  loan,  (3)  to  permit  the  elec- 
tion of  a  cash-out  of  amounts  after  the  annuity  starting  date,  and 
(4)  to  permit  the  immediate  distribution  of  amounts  in  excess  of 
$3,500. 

In  the  case  of  a  loan  secured  by  a  participant's  accrued  benefits, 
the  notice  and  election  period  requirements  apply  at  the  time  the 
security  arrangement  is  entered  into.  Consequently,  the  election 
period  for  spousal  consent  with  respect  to  the  execution  of  a  securi- 
ty agreement  is  the  90-day  period  before  the  execution  of  the  agree- 
ment. 

Similarly,  in  the  case  of  a  cash  out  subsequent  to  a  participant's 
annuity  starting  date,  the  election  period  is  the  90-day  period 
before  the  distribution  is  permitted. 

The  Congress  intends  that,  for  purposes  of  the  spousal  consent 
rules,  in  the  case  (rf  a  participant  residing  outside  of  the  United 
States,  spousal  consent  may  be  witnessed  by  the  equivalent  of  a 
notary  public  in  the  jurisdiction  in  which  consent  is  executed.  The 
Congress  also  intends  that  an  election  under  section  242(b)  of  the 
Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  will  not  be  invali- 
dated because  a  plan  secures  spousal  consent  to  the  election. 

In  addition,  the  Congress  intends  that  a  participant  will  be  treat- 
ed as  having  no  spouse,  if  the  participant  has  been  abandoned 
(within  the  meaning  of  local  law)  by  the  spouse,  even  if  the  partici- 
pant knows  where  the  spouse  is  located.  The  Congress  intends  that 
the  spousal  consent  requirement  may  be  waived,  however,  only  if 
the  participant  has  a  court  order  specifying  that  the  participant 
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has  been  abandoned  within  the  meaning  of  local  law.  Of  course,  a 
participant  could  provide  a  qualified  domestic  relations  order  speci- 
fying that  the  participant  has  been  abandoned. 

Gift  tax  consequences  of  waiver 

The  Act  provides  that  the  waiver  of  a  qualified  joint  and  survivor 
annuity  or  a  qualified  preretirement  survivor  annuity  by  a  nonpar- 
ticipant  spouse  prior  to  the  death  of  the  participant  does  not  result 
in  a  taxable  transfer  for  purposes  of  the  gift  tax  provisions. 

Effective  dates 

The  provision  relating  to  spousal  consents  to  beneficiary  designa- 
tions is  effective  for  plan  years  beginning  after  October  22,  1986. 
The  provision  relating  to  the  notice  and  election  period  require- 
ments for  plans  that  are  exempt  from  the  survivor  benefit  require- 
ments is  effective  on  October  22,  1986. 

The  provision  relating  to  accrued  benefits  pledged  as  security  for 
a  loan  is  effective  for  loans  made  after  August  18,  1985.  In  addition, 
any  accrued  benefits  pledged  as  security  for  a  loan  prior  to  August 
19,  1985,  are  exempt  from  the  requirement  that  spousal  consent  be 
obtained.  Accordingly,  in  the  case  of  a  pledge  made  before  August 
19,  1985,  a  plan  is  not  required  to  obtain  the  consent  of  any  spouse 
of  a  participant  before  it  applies  the  benefit  against  the  loan.  Final- 
ly, any  loan  that  is  revised,  extended,  renewed,  or  renegotiated 
after  August  18,  1985,  is  treated  as  a  loan  made  (and  security 
pledged)  after  August  18,  1985. 

5.  Notice  requirement 

Prior  Law 

Under  prior  and  present  law,  a  plan  is  required  to  notify  partici- 
pants of  their  rights  to  decline  a  qualified  preretirement  survivor 
annuity  before  the  applicable  election  period.  This  notice  is  to  be 
provided  within  the  period  beginning  on  the  first  day  of  the  plan 
year  in  which  the  participant  attains  age  32  and  ending  with  the 
close  of  the  plan  year  in  which  the  participant  attains  age  35.  This 
notice  is  to  be  coir.parable  to  the  notice  required  with  respect  to 
the  qualified  joint  and  survivor  annuity.  The  qualified  preretire- 
ment survivor  benefit  coverage  may  become  automatic  prior  to  the 
time  that  the  participant  is  entitled  to  decline  such  coverage. 

Explanation  of  Provision 

The  Act  provides  that  the  period  during  which  notice  is  required 
to  be  provided  to  an  individual  does  not  end  before  the  latest  of  (1) 
the  close  of  the  plan  year  in  which  a  participant  attains  age  35;  (2) 
a  reasonable  period  of  time  after  the  individual  becomes  a  plan 
participant;  (3)  a  reasonable  period  of  time  after  the  survivor  bene- 
fit applicable  to  a  participant  is  no  longer  subsidized  (as  defined  in 
Code  sec.  417(a)(4));  or  (4)  a  reasonable  period  of  time  after  the  sur- 
vivor benefit  provisions  (Code  sec.  401(a)(ll))  become  applicable 
with  respect  to  a  participant. 

The  Act  also  provides  that,  if  a  participant  separates  from  serv- 
ice prior  to  age  35,  the  plan  must  provide  the  participant  with 
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notice,  within  a  reasonable  time  after  separation  from  service,  of 
the  right  to  decline  a  qualified  preretirement  survivor  annuity. 

6.  Clarincation  of  rule  for  subsidized  benefits 

Prior  Law 

Under  prior  and  present  law,  a  plan  is  not  required  to  provide 
notice  of  the  right  to  waive  the  qualified  joint  and  survivor  annuity 
or  the  qualified  preretirement  survivor  annuity  if  the  plan  fully 
subsidizes  the  cost  of  the  benefit.  A  plan  fully  subsidizes  the  cost  of 
a  benefit  only  if  the  failure  to  waive  the  benefit  by  a  plan  partici- 
pant does  not  result  in  either  (Da  decrease  in  any  plan  benefits 
with  respect  to  the  participant,  or  (2)  increased  plan  contributions 
by  the  participant. 

Explanation  of  Provision 

The  Act  clarifies  that  a  plan  is  not  required  to  provide  a  partici- 
pant with  a  right  to  waive  a  qualified  joint  and  survivor  annuity  or 
qualified  preretirement  survivor  annuity  if  the  plan  fully  subsi- 
dizes the  cost  of  the  benefit. 

The  Act  further  clarifies  that  the  exception  to  the  notice  require- 
ment only  applies  if  (1)  the  plan  fully  subsidizes  the  benefit,  and  (2) 
the  plan  does  not  permit  a  participant  to  waive  the  benefit  or  to 
designate  another  beneficiary. 

The  Congress  intends  that  a  benefit  is  not  considered  fully  subsi- 
dized if  the  cost  of  the  survivor  benefit  is  spread  among  all  plan 
participants,  including  participants  who  are  not  married,  or  among 
some  subgroup  of  participants,  even  if  the  benefits  and  contribu- 
tions of  those  charged  with  the  cost  of  survivor  benefit  protection 
are  unaffected  by  the  waiver  or  failure  to  waive  survivor  benefit 
protection.  Of  course,  if  a  participant  is  not  entitled  to  waive  a  sur- 
vivor benefit,  the  participant  cannot  be  charged  for  the  benefit. 

7.  Clarification  of  annuity  starting  date 

Prior  Law 

Prior  and  present  law  provides  that  the  annuity  starting  date 
means  the  first  period  for  which  an  amount  is  received  as  an  annu- 
ity (whether  by  reason  of  death  or  disability). 

Explanation  of  Provision 

Under  the  Act,  in  the  case  of  benefits  payable  in  the  form  of  an 
annuity,  the  annuity  starting  date  is  the  first  day  of  the  first 
period  for  which  an  amount  is  payable  as  an  annuity,  regardless  of 
when  or  whether  payment  is  actually  made.  For  example,  assume 
that  a  participant  is  to  begin  receiving  payments  on  the  first  day  of 
the  month  following  the  participant's  sixtieth  birthday.  After  that 
date,  but  before  any  annuity  payments  are  actually  made,  the  par- 
ticipant dies.  The  annuity  starting  date  is  the  first  day  of  the 
month  following  the  participant's  sixtieth  birthday. 
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Under  the  Act,  in  the  case  of  benefits  not  payable  as  an  annuity, 
the  annuity  starting  date  is  the  date  on  which  all  events  have  oc- 
curred which  entitle  the  participant  to  a  benefit  (e.g.,  separation 
from  service  or  applicable  consent  to  payment). 


C.  Qualified  Domestic  Relations  Orders  (Sec.  1897(c)  of  the  bill, 
sec.  206  of  ERISA,  and  sees.  502  and  414(p)  of  the  Code) 

Under  prior  and  present  law,  neither  ERISA  nor  the  Code  treats 
a  quahfied  domestic  relations  order  as  a  prohibited  assignment  or 
alienation  of  benefits  under  a  pension  plan.  In  addition,  REA  cre- 
ated an  exception  to  the  ERISA  preemption  provision  only  with  re- 
spect to  these  orders. 

A  "qualified  domestic  relations  order"  is  a  domestic  relations 
order  that  (1)  creates  or  recognizes  the  existence  of  an  alternate 
payee's  right  to,  or  assigns  to  an  alternate  payee  the  right  to  re- 
ceive all  or  a  portion  of  the  benefits  payable  with  respect  to  a  par- 
ticipant under  a  pension  plan,  and  (2)  meets  certain  other  require- 
ments. A  domestic  relations  order  is  any  judgment,  decree,  or  order 
(including  approval  of  a  property  settlement  agreement)  that  re- 
lates to  the  provision  of  child  support,  alimony  payments,  or  mari- 
tal property  rights  to  a  spouse,  former  spouse,  child,  or  other  de- 
pendent of  the  participant,  and  is  made  pursuant  to  a  State  domes- 
tic relations  law  (including  community  property  law). 

An  alternate  payee  includes  any  spouse,  former  spouse,  child,  or 
other  dependent  of  a  participant  who  is  recognized  by  a  qualified 
domestic  relations  order  as  having  a  right  to  receive  all,  or  a  por- 
tion of,  the  benefits  payable  under  a  plan  with  respect  to  the  par- 
ticipant. 

The  qualified  domestic  relations  order  provisions  do  not  prevent 
the  payment  of  amounts  in  pay  status  with  respect  to  an  alternate 
payee  to  a  State  agency  that  is  an  agent  of  an  alternate  payee  or 
the  payment  of  such  amounts  if  the  alternate  payee  consents  to 
such  payment  (for  example,  to  meet  the  requirements  relating  to 
Aid  to  Families  with  Dependent  Children).  In  such  a  case,  payment 
to  the  agency  does  not  result  in  disqualification  of  the  order  and, 
under  normal  principles  of  constructive  receipt,  the  alternate 
payee  is  treated  as  having  received  the  amounts  paid  under  the 
order. 

1.  Tax  treatment  of  divorce  distributions 

Prior  Law 

Special  rules  are  provided  under  prior  and  present  law  for  deter- 
mining the  tax  treatment  of  benefits  subject  to  a  qualified  domestic 
relations  order.  For  purposes  of  determining  the  taxability  of  bene- 
fits, under  prior  law,  the  alternate  payee  was  treated  as  a  distribu- 
tee with  respect  to  payments  received  from  or  under  a  plan. 

In  addition,  net  employee  contributions  (together  with  other 
amounts  treated  as  the  participant's  investment  in  the  contract) 
are  apportioned  between  the  participant  and  the  alternate  payee 
under  regulations  prescribed  by  the  Secretary  of  the  Treasury. 

(222) 
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Explanation  of  Provision 

The  Act  provides  that  the  special  rules  for  determining  the  tax- 
ability of  benefits  subject  to  a  qualified  domestic  relations  order 
apply  only  to  distributions  made  to  an  alternate  payee  who  is  the 
spouse  or  the  former  spouse  of  the  participant.  Thus,  distributions 
to  a  spouse  or  former  spouse  generally  will  be  included  in  the  gross 
income  of  the  spouse  or  former  spouse.  Under  the  Act,  however,  a 
distribution  to  an  alternate  payee  other  than  a  spouse  (e.g.,  a  child) 
is  generally  includible  in  the  gross  income  of  the  participant.  For 
purposes  of  lump  sum  treatment,  amounts  paid  to  an  alternate 
payee  other  than  a  spouse,  or  former  spouse,  are  treated  as  part  of 
the  balance  to  the  credit  of  the  participant. 

In  addition,  under  the  Act,  the  rules  for  allocating  an  employee's 
investment  in  the  contract  between  the  employee  and  an  alternate 
payee  apply  only  if  the  alternate  payee  is  a  spouse  or  former 
spouse  of  the  participant. 

If  the  alternate  payee  is  not  a  spouse  or  former  spouse,  then  the 
investment  in  the  contract  is  not  allocated  to  the  alternate  payee 
and  is  recovered  by  the  participant  under  the  general  basis  recov- 
ery rules  applicable  to  the  participant. 

2.  Determination  by  plan  administrator 

Prior  Law 

Under  prior  and  present  law,  to  be  a  qualified  order,  a  domestic 
relations  order  must  clearly  specify  (1)  the  name  and  last  known 
mailing  address  (if  available)  of  the  participant  and  the  name  and 
mailing  address  of  each  alternate  payee  to  which  the  order  relates, 
(2)  the  amount  or  percentage  of  the  participant's  benefits  to  be  paid 
to  an  alternate  payee  or  the  manner  in  which  the  amount  is  to  be 
determined,  and  (3)  the  number  of  payments  or  period  for  which 
payments  are  required.  Subsequent  vesting  or  benefit  accruals  of  a 
participant  are  not  taken  into  account  in  determining  the  amount 
payable  to  an  alternate  payee  unless  specifically  provided  under 
the  domestic  relations  order. 

A  domestic  relations  order  is  not  a  qualified  order  if  it  (1)  re- 
quires a  plan  to  provide  any  type  or  form  of  benefit,  or  any  option, 
not  otherwise  provided  under  the  plan,  (2)  requires  the  plan  to  pro- 
vide increased  benefits,  or  (3)  requires  payment  of  benefits  to  an  al- 
ternate payee  that  are  required  to  be  paid  to  another  alternate 
payee  under  a  previously  existing  qualified  domestic  relations 
order. 

The  administrator  of  a  plan  that  receives  a  domestic  relations 
order  is  required  to  notify  promptly  the  participant  and  any  other 
alternate  payee  of  receipt  of  the  order  and  the  plan's  procedures 
for  determining  whether  the  order  is  qualified.  In  addition,  within 
a  reasonable  period  after  receipt  of  the  order,  the  plan  administra- 
tor is  to  determine  whether  the  order  is  qualified  and  notify  the 
participant  and  alternate  payee  of  the  determination. 

During  any  period  in  which  the  issue  of  whether  an  order  is  a 
qualified  order  is  being  determined  (by  the  plan  administrator,  by  a 
court  of  competent  jurisdiction,  or  otherwise),  the  plan  administra- 
tor is  to  defer  the  payment  of  any  benefits  in  dispute.  These  de- 
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ferred  benefits  are  segregated  either  in  a  separate  account  in  the 
plan  or  in  an  escrow  account.  A  plan  administrator  similarly  could 
not  permit  a  loan  to  be  made  to  the  participant  during  the  period 
of  deferral  if  the  loan  is  to  be  secured  by  the  benefits  in  dispute. 
If  the  order  is  determined  to  be  a  qualified  domestic  relations 
order  within  18  months  after  benefits  are  first  deferred,  then  the 
plan  administrator  is  to  pay  the  segregated  amounts  to  the  persons 
entitled  to  receive  them.  If  the  plan  administrator  determines  that 
the  order  is  not  a  qualified  order  or,  after  the  18-month  period  has 
expired,  the  plan  administrator  has  not  resolved  the  issue  of 
whether  the  order  is  qualified,  the  segregated  amounts  are  paid  to 
the  person  or  persons  who  would  have  received  the  amounts  if  the 
order  had  not  been  issued. 

Explanation  of  Provision 

The  Congress  intends  that  an  order  will  not  fail  to  be  a  qualified 
domestic  relations  order  even  if  the  form  of  the  benefit  does  not 
continue  to  be  a  form  permitted  under  the  plan  on  account  of  (1)  a 
plan  amendment  or  (2)  a  change  of  law.  In  the  case  of  a  plan 
amendment,  an  alternate  payee  remains  entitled  to  receive  benefits 
in  the  form  specified  in  the  order  unless  the  alternate  payee  elects 
to  receive  benefits  in  another  form  and  the  election  of  such  alter- 
nate form  does  not  affect,  in  any  way,  the  amount  or  form  of  bene- 
fits payable  to  the  participant.  In  the  case  of  a  change  of  law, 
which  makes  the  form  specified  in  the  order  impermissible,  the 
Congress  intends  that  the  plan  is  to  permit  the  alternate  payee  to 
select  a  form  of  benefit  specified  in  the  plan,  provided  the  selection 
of  an  alternative  form  by  the  alternate  payee  does  not  affect,  in 
any  way,  the  amount  or  form  of  benefits  payable  to  the  participant. 

The  Act  makes  it  clear  that  the  18-month  period  during  which 
benefits  may  be  deferred  begins  with  the  date  on  which  any  pay- 
ments would,  but  for  the  deferral,  be  required  to  commence.  Ac- 
cordingly, if  a  payment  is  deferred  pending  the  resolution  of  a  dis- 
pute, then  that  payment  and  each  other  payment  that  is  deferred 
within  the  next  18  months  because  of  the  dispute  are  to  be  segre- 
gated. If  the  dispute  is  not  resolved  within  18  months  after  the  first 
payment  is  deferred,  then  all  payments  deferred  during  the  18- 
month  period  with  respect  to  the  dispute  are  to  be  paid  to  the  per- 
sons who  would  have  received  them  if  the  order  had  not  been 
issued. 

If  a  plan  administrator  determines  that  a  domestic  relations 
order  is  defective  before  the  expiration  of  the  18-month  suspension 
period,  the  Congress  intends  that  the  plan  administrator  may  delay 
payment  of  a  participant's  benefit  until  the  expiration  of  the  18- 
month  period  if  the  plan  administrator  has  notice  that  the  parties 
are  attempting  to  rectify  any  deficiencies  in  the  order. 

Notice  of  issuance  of  a  stay  during  the  time  an  appeal  is  pending 
is  deemed  to  be  notice  that  the  parties  are  attempting  to  cure  defi- 
ciencies in  a  domestic  relations  order.  Further,  the  Congress  in- 
tends that  a  plan  administrator  will  honor  a  restraining  order  pro- 
hibiting the  disposition  of  a  participant's  benefits  pending  resolu- 
tion of  a  dispute  with  respect  to  a  domestic  relations  order. 
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Similarly,  Congress  intended  that  the  plan  administrator  may 
delay  payment  of  benefits  for  a  reasonable  period  of  time  if  the 
plan  administrator  receives  notice  that  a  domestic  relations  order 
is  being  sought.  For  example,  assume  that  a  participant  in  a  profit- 
sharing  plan  which  is  exempt  from  the  survivor  benefit  rules  re- 
quests a  lump-sum  distribution  from  the  plan.  Before  the  distribu- 
tion is  made,  the  plan  administrator  receives  notice  that  the  par- 
ticipant's spouse  is  seeking  a  domestic  relations  order.  The  plan  ad- 
ministrator may  delay  payment  of  benefits. 

In  addition,  the  Act  eliminates  the  requirement  that  a  defined 
benefit  plan  establish  an  escrow  account  for  amounts  that  would 
have  otherwise  been  paid  during  the  18-month  period.  Instead,  the 
plan  administrator  is  required  only  to  account  separately  for  such 
amounts.  If  the  deficiency  is  not  cured  or  the  dispute  not  resolved 
within  the  18-month  period,  all  payments  deferred  during  the  18- 
month  period  are  to  be  paid  to  the  persons  who  would  have  re- 
ceived them  if  the  stay  or  order  had  not  been  issued. 

The  Act  does  not  change  the  requirement  that  the  plan  adminis- 
trator is  to  determine  whether  the  order  is  qualified  and  notify  the 
participant  and  alternate  payee  of  the  determination  within  a  rea- 
sonable period  after  the  plan  administrator  receives  the  order. 

3.  Form  of  beneHt 

Prior  Law 

Under  prior  and  present  law,  a  qualified  domestic  relations  order 
may  not  require  that  payments  to  an  alternate  payee  be  made, 
prior  to  the  date  that  the  participant  separates  from  service,  in  the 
form  of  a  joint  and  survivor  annuity  with  respect  to  the  alternate 
payee  and  his  or  her  subsequent  spouse.  Prior  law  was  not  clear  as 
to  whether  a  plan  that  offers  a  joint  and  survivor  annuity  option 
may  be  required  by  a  qualified  domestic  relations  order  to  make 
payments  subsequent  to  a  participant's  separation  from  service  in 
the  form  of  a  joint  and  survivor  annuity  with  respect  to  the  alter- 
nate payee  and  his  or  her  subsequent  spouse. 

Explanation  of  Provision 

The  Act  clarifies  that  a  qualified  domestic  relations  order  may 
not  require  that  payments  prior  to,  or  subsequent  to,  a  partici- 
pant's separation  from  service  be  made  in  the  form  of  a  qualified 
joint  and  survivor  annuity  with  respect  to  the  alternate  payee  and 
his  or  her  subsequent  spouse. 

4.  Application  of  domestic  relations  provisions  to  plans  not  sub- 

ject to  assignment  or  alienation  restrictions 

Prior  Law 

Under  prior  law,  it  was  unclear  whether  the  rules  relating  to 
qualified  domestic  relations  orders  applied  to  plans,  such  as  govern- 
mental plans  (within  the  meaning  of  sec.  414(d)  of  the  Code)  that 
were  not  subject  to  the  assignment  or  alienation  restrictions  of 
ERISA  and  the  Code. 
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Explanation  of  Provision 

The  Act  clarifies  that  the  quaUfied  domestic  relations  provisions 
do  not  apply  to  any  plan  to  which  the  assignment  or  alienation  re- 
strictions do  not  apply.  For  example,  a  domestic  relations  order  re- 
lating to  the  division  of  pension  benefits  of  a  participant  in  a  plan 
maintained  by  a  governmental  employer  is  not  required  to  meet 
the  rules  relating  to  qualified  domestic  relations  orders  because  the 
payment  of  benefits  to  a  spouse  or  former  spouse  of  the  participant 
is  not  a  prohibited  assignment  or  alienation  of  the  participant's 
benefits. 

5.  Coordination  of  domestic  relations  provisions  with  Federal  gar- 

nishment restrictions 

Prior  Law 

Under  prior  law,  it  was  unclear  whether  the  payment  of  benefits 
pursuant  to  a  qualified  domestic  relations  order  constituted  a  gar- 
nishment for  purposes  of  Federal  or  State  law  restrictions  on  gar- 
nishment of  wages. 

Explanation  of  Provision 

The  Act  clarifies  that  the  payment  of  benefits  pursuant  to  a 
qualified  domestic  relations  order  is  not  treated  as  a  garnishment 
of  wages  for  purposes  of  Federal  or  State  law  restrictions  on  gar- 
nishment. 

6.  Coordination  with  qualiHed  plan  requirements 

Prior  Law 

Under  prior  and  present  law,  a  plan  is  not  treated  as  failing  to 
satisfy  the  requirements  of  Code  section  401(a)  or  401(k)  that  pro- 
hibit payment  of  benefits  subsequent  to  the  participant's  attain- 
ment of  the  earliest  retirement  age  under  the  plan,  but  prior  to 
termination  of  employment  or  such  time  as  distributions  are  other- 
wise permitted  solely  because  the  plan  makes  payments  to  the  al- 
ternate payee  in  accordance  with  a  qualified  domestic  relations 
order.  However,  under  prior  law,  it  was  unclear  whether  payments 
made  to  an  alternate  payee  pursuant  to  a  qualified  domestic  rela- 
tions order  prior  to  the  date  at  which  the  participant  would  have 
attained  the  earliest  retirement  age  violated  these  qualification  re- 
quirements. 

Explanation  of  Provision 

The  Act  makes  it  clear  that  a  plan  is  not  treated  as  failing  to 
satisfy  the  qualification  requirements  of  section  401  (a)  or  (k)  or 
section  409(d)  (prohibiting  payment  of  benefits  prior  to  termination 
of  employment  or  such  time  as  distributions  are  otherwise  permit- 
ted) solely  because  the  plan  makes  payment  to  the  alternate  payee, 
even  if  the  payments  are  made  with  respect  to  a  participant  who 
has  not  separated  from  service,  and  they  commence  before  the  par- 
ticipant has  attained  the  earliest  retirement  age  under  the  plan. 
This  exception  applies,  however,  only  if  the  present  value  of  the 
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benefit  to  be  paid  to  an  alternate  payee  (1)  does  not  exceed  $3,500 
or  (2)  exceeds  at  least  $3,500  and  the  alternate  payee  consents  in 
writing  to  such  earlier  distribution.  Further,  the  exception  applies 
only  if  the  distribution,  if  paid  to  the  participant,  would  not  contra- 
vene the  provisions  of  the  plan  (except  as  permitted  under  section 
414(p){4)).  Of  course,  a  plan  may  not  make  distributions  to  an  alter- 
nate payee  at  a  time  not  specified  in  a  qualified  domestic  relations 
order  unless  (1)  the  order  also  provides  for  such  earlier  distribu- 
tions pursuant  to  an  agreement  between  the  plan  and  an  alternate 
payee,  and  (2)  the  plan  authorizes  such  distributions. 

In  determining  whether  the  present  value  of  the  benefit  payable 
to  the  alternate  payee  exceeds  $3,500,  the  present  value  of  the  par- 
ticipant's accrued  benefit  or  that  of  any  other  alternate  payee 
(after  reduction  for  the  benefits  payable  to  the  alternate  payee)  is 
disregarded.  Similarly,  for  purposes  of  determining  whether  the 
present  value  of  a  benefit  payable  to  a  participant  exceeds  $3,500, 
the  present  value  of  amounts  payable  to  an  alternate  payee  under 
a  qualified  domestic  relations  order  is  disregarded. 

The  Act  provides  that,  to  the  extent  provided  in  a  qualified  do- 
mestic relations  order,  a  spouse  of  a  participant  is  not  treated  as  a 
spouse.  For  example,  a  qualified  domestic  relations  order  could  pro- 
vide for  the  division  of  a  participant's  accrued  benefits  under  a 
pension  plan  as  part  of  a  separation  agreement  and  could  further 
provide  that  the  participant's  spouse  is  not  entitled  to  receive  any 
survivor  benefits  under  the  usual  survivor  benefits  provisions. 
Thus,  the  plan  administrator  would  not  be  required  to  secure 
spousal  consent  to  the  participant's  election  to  waive  a  survivor 
benefit. 

In  addition,  the  Act  authorizes  the  Secretary  of  the  Treasury  to 
issue  such  regulations  as  may  be  necessary  to  otherwise  coordinate 
the  Code  provisions  affecting  qualified  domestic  relations  orders 
(sees.  401(a)(13)(B)  and  414(p)),  and  the  regulations  issued  by  the 
Secretary  of  Labor  thereunder  with  other  Code  provisions  affecting 
qualified  plans.  The  Secretary  of  Labor  has  authority  to  issue  regu- 
lations under  the  qualified  domestic  relations  order  provisions  of 
ERISA  and  the  Code  (sees.  401(a)(13XB)  and  414(p)),  and  the  Act 
does  not  affect  the  authority  of  the  Secretary  of  Labor  to  prescribe 
such  regulations. 

7.  Earliest  retirement  age 

Prior  Law 

Under  prior  and  present  law,  a  domestic  relations  order  is  not  a 
qualified  domestic  relations  order  if  such  order  requires  a  plan  to 
provide  any  type  or  form  of  benefit,  or  any  option,  not  otherwise 
provided  under  the  plan.  As  an  exception  to  the  rule,  prior  and 
present  law  provides  that  a  qualified  domestic  relations  order  may 
require  that  an  alternate  payee  commence  receiving  payments  on 
or  after  the  date  that  the  participant  attains  the  earliest  retire- 
ment age  under  the  plan,  even  if  the  participant  has  not  yet  sepa- 
rated from  service.  For  purposes  of  the  qualified  domestic  relations 
order  provisions,  earliest  retirement  age  under  a  defined  contribu- 
tion plan  is  defined  as  the  date  that  is  10  years  before  the  partici- 
pant's normal  retirement  age.  Under  prior  law,  "earliest  retire- 
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ment  age"  under  a  defined  benefit  plan  was  defined  in  the  same 
manner  as  the  term  was  defined  for  purposes  of  the  survivor  bene- 
fit requirements  of  section  417.  The  term  "earliest  retirement  age" 
was  defined  for  purposes  of  the  survivor  benefit  provisions  as  the 
earliest  date  on  which,  under  the  plan,  the  participant  could  elect 
to  receive  retirement  benefits. 

Explanation  of  Provision 

The  Act  clarifies  that,  for  purposes  of  the  rules  relating  to  quali- 
fied domestic  relations  orders,  a  participant's  earliest  retirement 
age  under  a  defined  benefit  pension  plan,  as  well  as  a  defined  con- 
tribution plan,  is  the  earlier  of  (1)  the  date  that  the  participant  is 
entitled  to  a  distribution  under  the  plan  or  (2)  the  later  of  (i)  the 
date  the  participant  attains  age  50  or  (ii)  the  earliest  date  on  which 
the  participant  could  begin  receiving  benefits  under  the  plan  if  the 
participant  separated  from  service. 

For  example,  in  the  case  of  a  plan  which  provides  for  payment  of 
benefits  upon  separation  from  service  (but  not  before  then),  the 
earliest  date  on  which  a  qualified  domestic  relations  order  can  re- 
quire payments  to  an  alternate  payee  to  begin  is  the  date  the  par- 
ticipant separates  from  service,  unless  the  plan  provides  for  pay- 
ment at  an  earlier  time.  A  qualified  domestic  relations  order  could 
also  require  such  a  plan  to  begin  payments  to  an  alternate  payee 
when  the  participant  attains  age  50,  even  if  the  participant  has  not 
then  separated  from  service. 

The  amount  payable  under  a  qualified  domestic  relations  order 
following  the  participant's  earliest  retirement  age  cannot  exceed 
the  amount  which  the  participant  is  (or  would  be)  entitled  to  re- 
ceive at  such  time.  For  example,  assume  that  a  profit-sharing  plan 
provides  that  a  participant  may  withdraw  some,  but  not  all,  of  the 
participant's  account  balance  before  separation  from  service.  A 
qualified  domestic  relations  order  may  provide  for  payment  to  an 
alternate  payee  up  to  the  amount  which  the  participant  may  with- 
draw. 

A  plan  may  provide  for  payment  to  an  alternate  payee  prior  to 
the  earliest  retirement  age  as  defined  under  the  Act. 


D.  Cashout  of  Certain  Accrued  Benefits  (Sec.  1897(d)  of  the  Act, 
sees.  411(a)(ll)  and  417  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  in  the  case  of  an  employee  who 
separates  from  service,  a  pension,  profit  sharing,  or  stock  bonus 
plan  may  not  immediately  distribute  the  participant's  benefit  with- 
out the  participant's  consent,  if  the  present  value  of  the  partici- 
pant's accrued  benefit  exceeds  $3,500  (sec.  411(a)(ll)  of  the  Code). 
Under  prior  law,  the  interest  rate  used  in  determining  whether  the 
present  value  of  a  benefit  exceeds  $3,500  could  not  exceed  the  inter- 
est rate  that  would  be  used  (as  of  the  date  of  the  distribution)  by 
the  Pension  Benefit  Guaranty  Corporation  (PBGC)  for  purposes  of 
determining  the  present  value  of  a  lump  sum  distribution  upon  ter- 
mination of  the  plan.  The  PBGC  rate  in  effect  at  the  beginning  of  a 
plan  year  could  be  used  throughout  the  plan  year  if  the  plan  so 
provided. 

Under  prior  and  present  law,  with  respect  to  those  plans  subject 
to  the  automatic  survivor  benefit  requirements,  if  the  present 
value  of  the  benefit  under  either  the  qualified  joint  and  survivor 
annuity  or  the  qualified  preretirement  survivor  annuity  exceeds 
$3,500,  then  the  consent  of  the  participant  and  spouse  (or  the  sur- 
viving spouse  if  the  participant  has  died)  is  to  be  obtained  before 
the  plan  can  immediately  distribute  any  part  of  the  present  value 
in  a  form  other  than  a  qualified  joint  and  survivor  annuity  or  a 
qualified  preretirement  annuity.  Under  prior  law,  the  interest  rate 
used  could  not  exceed  the  interest  rate  that  would  be  used  (as  of 
the  date  of  the  distribution)  by  the  PBGC  for  purposes  of  determin- 
ing the  present  value  of  a  lump  sum  distribution  on  plan  termina- 
tion. 

For  purposes  of  both  the  "cash-out"  provisions  of  section 
411(a)(ll)  and  the  survivor  benefit  requirements  (sec.  417),  an  ac- 
crued benefit  is  immediately  distributable  if  any  part  of  the  benefit 
may  be  distributed  to  the  participant  before  the  later  of  normal  re- 
tirement age  or  age  62. 

Explanation  of  Provision 

The  Act  clarifies  that,  for  purposes  determining  whether  a  par- 
ticipant's benefit  exceeds  $3,500,  the  nonvested  portion  of  the  par- 
ticipant's accrued  benefit  is  to  be  disregarded. 

The  Act  also  permits  the  distribution  from  an  employee  stock 
ownership  plan  (ESOP)  of  dividends  that  are  deductible  by  the  em- 
ployer under  section  404(k),  without  the  consent  of  the  participant 
(or  the  participant  and  the  participant's  spouse)  even  if  the  present 
value  of  the  participant's  benefit  exceeds  $3,500. 
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E.  Notice  of  Rollover  Treatment  (Sec.  1897(e)  of  the  Act  and  sees. 
402  and  6652  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  when  the  administrator  of  a  quali- 
fied plan  makes  a  qualifying  rollover  distribution,  the  administra- 
tor is  to  provide  notice  to  the  recipient  that  (1)  the  distribution  will 
not  be  taxed  currently  to  the  extent  transferred  to  another  quali- 
fied plan  or  an  IRA,  and  (2)  the  transfer  is  to  be  made  within  60 
days  of  receipt  in  order  to  qualify  for  this  tax-free  rollover  treat- 
ment. 

Failure  of  the  plan  administrator  to  give  the  required  notice  of 
rollover  treatment  results  in  imposition  of  a  $10  penalty  for  each 
failure  (up  to  $5,000)  for  each  calendar  year.  This  penalty  does  not 
apply  if  the  failure  is  shown  to  be  due  to  reasonable  cause  and  not 
to  willful  neglect. 

Explanation  of  Provision 

The  Act  makes  it  clear  that  a  plan  administrator  is  to  provide 
notice  when  making  any  distribution  eligible  for  rollover  treat- 
ment. Thus,  for  example,  notice  is  to  be  provided  when  a  distribu- 
tion eligible  for  rollover  treatment  pursuant  to  the  partial  rollover 
rules  is  made. 
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F.  Reduction  of  Accrued  Benefits  (Sec.  1897(f)  of  the  Act  and  sec. 
411(d)(6)  of  the  Code) 

Prior  Law 

Under  prior  and  present  law,  a  qualified  plan  generally  may  not 
be  amended  in  a  manner  that  decreases  the  benefits  of  a  partici- 
pant accrued  prior  to  the  amendment.  An  amendment  is  treated  as 
reducing  accrued  benefits  if,  with  respect  to  benefits  accrued  before 
the  amendment  is  adopted,  the  amendment  has  the  effect  of  either 
(1)  eliminating  or  reducing  an  early  retirement  benefit  or  a  retire- 
ment-type subsidy,  or  (2)  except  as  provided  by  Treasury  regula- 
tions, eliminating  an  optional  form  of  benefit. 

Explanation  of  Provision 

The  Act  provides  that  an  ESOP  will  not  be  treated  as  violating 
the  rule  preventing  reductions  in  accrued  benefits  merely  because 
the  plan  sponsor  eliminates  or  retains  the  discretion  to  eliminate  a 
lump  sum  option  or  an  installment  payout  option  with  respect  to  a 
nondiscriminatory  class  of  employees.  Similarly,  an  employer  could 
retain  discretion  to  limit  the  option  of  the  plan  participants  to  elect 
a  stock  distribution  in  cases  in  which  the  employer  becomes  sub- 
stantially employee-owned,  or  the  plan  ceases  to  be  an  ESOP  or  a 
stock  bonus  plan.  In  addition,  an  employer  is  permitted  to  elimi- 
nate a  required  cash  distribution  option  in  cases  in  which  the  em- 
ployer securities  become  readily  tradable  or  to  require  a  cash  dis- 
tribution in  cases  in  which  stock  in  the  plan  is  sold  in  connection 
with  a  sale  of  substantially  all  of  the  company.  Of  course,  the  plan 
sponsor  is  not  permitted  to  eliminate  a  plan  feature  that  would 
cause  the  plan  to  fail  to  satisfy  the  requirements  applicable  to 
ESOPs  (such  as  the  put  option  requirement). 

An  ESOP  sponsor  is  permitted  the  flexibility  to  amend  the  plan 
to  change  distribution  and  payment  options  under  the  plan  provid- 
ed any  such  amendments  are  within  the  permissible  parameters  of 
the  distribution  and  payment  requirements  governing  ESOPs. 
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G.  Transitional  Rules  (Sec.  1897(h)  of  the  Act  and  sec.  303  of  the 

Act) 

Prior  Law 

The  qualified  joint  and  survivor  annuity  and  qualified  preretire- 
ment survivor  annuity  provisions  added  by  REA  generally  were  ef- 
fective for  plan  years  beginning  after  December  31,  1984. 

The  new  rules  for  qualified  joint  and  survivor  benefits  and  prere- 
tirement survivor  benefits  applied  to  any  participant  who  per- 
formed at  least  1  hour  of  service  or  had  at  least  1  hour  of  paid 
leave  under  the  plan  on  or  after  the  date  of  enactment  of  REA.  In 
addition,  a  qualified  preretirement  survivor  annuity  must  be  pro- 
vided (unless  another  form  of  benefit  is  elected)  in  the  case  of  any 
participant  who  (1)  performed  at  least  1  hour  of  service  or  had  at 
least  1  hour  of  paid  leave  under  the  plan  on  or  after  August  23, 
1984,  (2)  died  before  the  annuity  starting  date,  and  (3)  died  before 
the  first  day  of  the  first  plan  year  to  which  the  provisions  applied. 

REA  immediately  imposed  certain  survivor  benefit  requirements 
with  respect  to  participants  who  died  before  the  plan  was  required 
to  be  amended  to  comply  with  the  Act.  During  this  transition 
period,  it  appeared  that  a  plan  was  required  to  make  payments  to  a 
surviving  spouse  notwithstanding  the  possible  contractual  claims  of 
other  designated  beneficiaries.  However,  although  the  Act  was  not 
intended  to  impose  liabilities  on  pension  plans  in  excess  of  a  par- 
ticipant's accrued  benefits  or  in  excess  of  the  survivor  benefits  re- 
quired to  be  provided  to  surviving  spouses,  it  was  unclear  whether 
the  survivor  benefits  required  by  the  Act  reduced  the  total  death 
benefits  payable  to  other  designated  beneficiaries. 

Explanation  of  Provision 

The  Act  clarifies  the  application  of  the  transitional  rule  of  REA 
relating  to  qualified  preretirement  survivor  benefits  in  situations 
in  which  the  participant  had  designated  a  beneficiary  other  than 
the  participant's  spouse.  Under  the  Act,  the  present  value  of  a 
death  benefit  payable  to  any  beneficiary  with  respect  to  an  individ- 
ual who  (1)  performs  at  least  1  hour  of  service  under  the  plan  on  or 
after  August  23,  1984,  (2)  dies  before  the  annuity  starting  date,  and 
(3)  dies  before  the  effective  date  of  REA,  may  be  reduced  by  the 
present  value  of  the  amount  payable  to  the  participant's  surviving 
spouse  pursuant  to  the  transition  rule.  If  death  benefits  payable 
under  a  plan  are  divided  among  more  than  one  beneficiary,  the 
present  value  of  the  amount  payable  to  each  beneficiary  (including 
benefits,  other  than  survivor  benefits  payable  under  the  transition 
rules,  payable  to  the  surviving  spouse)  is  reduced  proportionately 
by  the  amount  payable  to  the  surviving  spouse  pursuant  to  the 
transition  rule. 
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However,  the  Act  also  permits  the  surviving  spouse  to  waive  the 
right  to  receive  the  qualified  preretirement  survivor  annuity. 
Under  the  Act,  if  it  is  made  on  or  before  the  close  of  the  second 
plan  year  to  which  REA  applies,  then  the  waiver  is  not  to  be  treat- 
ed as  a  taxable  transfer  for  purposes  of  the  gift  tax  or  as  a  prohibit- 
ed assignment  or  alienation  for  purposes  of  ERISA  or  the  Code.  In 
addition,  death  benefits  waived  by  the  surviving  spouse  during  this 
period  would  not  be  includible  in  the  spouse's  income.  Such  bene- 
fits would  be  includible  in  the  gross  income  of  the  recipient. 

Finally,  the  Act  clarifies  that  in  the  case  of  a  plan  that  was 
amended,  as  of  the  effective  date  of  REA,  to  be  exempt  from  the 
REA  survivor  benefit  requirements,  but  that  (1)  was  not  technically 
exempt  from  the  survivor  benefit  requirements  during  the  transi- 
tion rule  period  and  that  (2)  failed  to  satisfy  the  REA  transition 
rules  solely  because  with  respect  to  a  participant  who  died  during 
the  transition  period,  the  plan  paid  to  the  surviving  spouse  the  par- 
ticipant's entire  vested  account  balance  in  a  form  other  than  a  life 
annuity,  the  plan  will  not  be  treated  as  failing  to  satisfy  the  survi- 
vor benefit  requirements  of  REA. 


H.  Effective  Date  for  Collectively  Bargained  Plans  (Sec.  1897(c)) 
of  the  Act  and  sec.  303(b)  of  the  Retirement  Equity  Act) 

Prior  Law 

The  provisions  of  the  Retirement  Equity  Act  of  1984  were  gener- 
ally effective  for  plan  years  beginning  after  December  31,  1984.  In 
the  case  of  a  plan  maintained  pursuant  to  1  or  more  collective  bar- 
gaining agreements  ratified  by  the  date  of  enactment  between  em- 
ployee representatives  and  1  or  more  employers,  the  provisions 
were  generally  effective  for  plan  years  beginning  after  the  earlier 
of  (1)  the  date  upon  which  the  last  of  the  collective  bargaining 
agreements  relating  to  the  plan  terminates  (determined  without 
regard  to  any  extension  agreed  to  after  the  date  of  enactment),  or 
(2)  January  1,  1987. 

The  spousal  consent  provision  of  REA  was  effective  for  elections 
(or  revocations  of  elections)  made  on  or  after  January  1,  1985,  with 
no  special  effective  date  for  collectively  bargained  plans.  Similarly, 
the  provisions  of  REA  relating  to  assignments  in  divorce  and  sepa- 
ration proceedings  generally  applied  on  January  1,  1985,  with  no 
special  effective  date  for  collectively  bargained  plans.  The  provision 
of  REA  relating  to  cutbacks  of  a  participant's  accrued  benefit  was 
effective  July  30,  1984,  with  a  special  effective  date  of  April  1,  1985, 
for  plans  maintained  pursuant  to  collective  bargaining  agreements 
that  are  successor  agreements  to  one  or  more  collective  bargaining 
agreements  that  terminated  after  July  30,  1984,  and  before  Janu- 
ary 1,  1985. 

Explanation  of  Provision 

The  Act  would  amend  REA  to  provide  that,  in  the  case  of  a  plan 
maintained  pursuant  to  one  or  more  collective  bargaining  agree- 
ments, the  provisions  of  REA  are  generally  effective  for  plan  years 
beginning  after  the  earlier  of  (1)  the  date  upon  which  the  last  of 
the  collective  bargaining  agreements  relating  to  the  plan  termi- 
nates (determined  without  regard  to  any  extension  agreed  to  after 
the  date  of  enactment),  or  (2)  July  1,  1988. 

The  amendment  does  not  alter  the  effective  date  of  the  spousal 
consent  provision  of  REA,  the  provisions  of  REA  relating  to  quali- 
fied domestic  relations  orders,  or  the  provision  of  REA  relating  to 
the  cutback  of  a  participant's  accrued  benefit. 
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I.  Loans  to  Owner-Employees  (Sec.  1898(i)  of  the  Act  and  sec. 
408(d)  of  ERISA) 

Prior  Law 

Under  prior  law,  under  ERISA,  a  plan  could  not  make  a  loan  to 
an  individual  who  was  an  owner-employee. 

Explanation  of  Provision 

The  Act  permits  a  plan  to  make  a  loan  to  an  owner-employee  if 
the  Secretary  of  Labor  grants  an  administrative  exemption  from 
the  prohibited  transaction  rules  with  respect  to  the  transaction. 
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APPENDIX: 
REVENUE  EFFECT  OF  TECHNICAL  CORRECTION  TITLE 

The  amendments  made  by  the  Technical  Corrections  title  (XVIII) 
of  the  Tax  Reform  Act  of  1986  are  estimated  to  reduce  fiscal  year 
budget  receipts  by  $503  million  in  1987,  $173  million  in  1988,  $22 
million  in  1989,  $25  million  in  1990,  and  $39  million  in  1991. 
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